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CHAPTER  I 
INTHODTJCTION 

Bualne ta,  as  we  knm  It  today.  Is  the  resiilt  of  a 
long  series  of  evolutionary  phases,    ''f^ile  the  principle  of 
having  some  coinraodlty  to  sell  to  ovir  fellow  man  has  remained 
the  same,  the  methods  and  the  quantities  involved  have 
changed  greatly.    These  changes  are  the  most  notable  in 
three  of  the  fundamental  elements  of  business;  production, 
selling,  and  finance. 

During  the  early  days  of  ttiis  country,  production 
was  centered  in  the  home.    Almost  all  families  were  self- 
sufficient  to  a  very  large  degree.    The  items  ptirchased 
either  were  bro\Jght  from  abroad  or  were  obtained  from  a 
neighbor,  who  had  developed  a  skill  in  producing  one  parti- 
cular article.    As  the  home  producer  became  especially  pro- 
ficient in  producing  one  item,  there  was  a  tendency  towards 
concentration.    If  the  item  met  wllii  a  demand,  the  home  Pro- 
ducer would  most  likely  enlarge  his  scale  of  production. 
He  would  hire  additional  workers,  perhaps  a  younger  relative 
or  a  neighbor's  son.    As  time  went  on  anci  the  demand  contin- 
ued, more  workers  would  be  hired.    However,  the  management 
of  the  enterprise  would  remain  in  the  hands  of  the  original 
craftsman,  who  started  the  business,    'ilie  tie  between  worker 
and  management  was  very  close,  in  fact  it  was  one  of  fellow 
workers.     Since  management  was  also  a  part  of  production  and 


was  able  to  maintain  an  on-the-spot  observation  of  every 
phase  of  the  buBlneas,  the  control  of  operations  was  immedi- 
ate.   The  selling  function  wa??  very  direct  and  simple 
because  most  all  production  was  based  on  the  need 3  of  the 
iiiiinediate  community  only.    The  management  of  the  business 
furnished  the  money  for  the  needed  tools  and  sunnliea  so 
that  there  was  no  need  of  accounting  to  any  outside  parties. 
It  was  in  this  phase  of  the  business  development  that  the 
organization  structure  was  the  simplest  end  management  con- 
trol the  most  direct. 

The  continued  growth  of  the  country  and  the  in- 
crease in  demand  for  fpods  transferred  production  from  the 
home  to  the  small  factory  with  a  force  of  fifty  or  a  hundred 
mm*    Even  at  this  stage  of  the  growt^i  of  the  business;  man- 
agerial control  over  the  functions  of  buying,  producing, 
selling  and  the  keeping       records  was  so  concentrated  that 
one  man  could  still  maintain  a  constant  control  over  all  of 
the  elements  of  management. 

During  the  latter  part  of  the  nineteenth  century, 
btislness  began  to  expand  along  the  lines  we  know  today.  It 
was  a  period  of  rapid  expansion  with  little  or  no  government 
regulations.    The  control  of  the  large  corporations  was  main- 
tained by  men  of  great  daring  and  ability ;  the  Hockaf ellers, 
taie  Goulds,  the  Harrimans  and  the  other  promo  tor  9  of  that  era. 
The  financial  promoters  made  large  profits  through  the  var- 
ious consolidations  of  companies  rather  than  through  concen- 
trating on  efficient  operations.    This  was  an  era  of  strong 
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personalities  ?/ho  imde  their  influence  felt  throughout  the 
organization.    T'he  men  in  the  lower  echelon  of  management 
had  grown  un  with  the  business,  and,  therefore,  they  were 
aided  in  their  control  of  0T>e rations  by  an  intimate  knowledge 
of  every  phase  of  onerations. 

The  twentieth  oentiiry  brought  into  the  world  the 
billion  dollar  corporations  whose  employees  number  in  the 
tens  of  thousands.    It  also  brout^t  along  a  radical  change  in 
the  oonditions  under  which  management  must  operate.  The 
close  contacts  with  the  various  units  of  the  organizatioii 
which  top  manag«!nent  had  previously  been  able  to  maintain 
were  no  longer  possible*    The  increased  number  of  employees 
had  caused  delegation  and  redelegation  of  authority  to  be 
the  pattern  or  organization.    Geographically,  the  assets  and 
operations  of  tie  enterprise  have  come  to  be  spread  over 
wide  areaa  -  both  mtionally  and  internationally. 

The  great  growth  of  the  corporate  enterprise  has 
caused  managerial  control  to  become  more  impersonal,  and 
management  has  been  forced  to  look  for  new  controls  in  order 
to  secure  efficient  operations.    One  of  these  controls,  unon 
whi<*i  management  places  great  reliance,  is  the  accounting 
data. 

As  the  period  of  rapid  corporate  growth  came  to  an 
end,  manag«3ient  turned  ito  attention  to  scientific  nmnagement 
and  general  efficiency  in  all  phasea  of  operations.    As  a 
result,  careful  appraisal  and  analysis  of  internal  operations 
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are  constantly  being  performed*    This  analysis  la  normally 
best  made  In  both  a  physical  and  a  financial  senae,  through 
the  analysis  of  the  acoountln^^  data  compiled  as  the  results 
of  operations. 

In  writing  of  management's  reliance  upon  account- 
ing data,  Jarchow  says: 

The  degree  of  success  of  a  business  is 
almost  wholly  due  to  the  quality  of  its 
management.    In  or^^^er  to  successfully 
direct  a  business,  management  must  have 
first-hand  knowledge  of  the  results  of 
operations.    This  knowledge  of  the  bus- 
iness is  based  largely  on  the  constant 
flow  of  reports  from  the  accounting 
sections  of  the  various  operations.  (1) 

Internal  auditing,  like  accounting,  has  developed 
in  answer  to  certain  needs  created  by  the  growth  of  the  cor- 
porate fonn  of  business.    The  increase  in  size  of  the  aver- 
age business  organization  has  led  to  greater  reliance  on 
accounting  data  in  order  to  control  the  operations  of  the 
various  units  of  this  organization.    This  greater  reliance 
on  accounting  data  has  In  turn  resulted  in  a  need  for  ver- 
ification of  the  accuracy  of  the  data.    The  internal  audit- 
ing functions  Yms  develoned  to  give  management  a  tool  for 
the  verification,  analysis  and  review  whicfii  is  so  vitally 
needed . 

Another  change  that  has  caused  management  to  seek 


(1).    Christian  K.  Jarchow.  "Controllernhip  and 
the  Internal  Auditor',  Internal  Aiiditing 
I^oks  Ahead ,  { TJew  York :     fHe  InsHlEu^'e  of 
TnternaT  A\rl  iters,  1949),  p.  29. 


n«w  methods  of  control  is  the  increased  ref»:ulations  that  have 
"been  placed  on  their  actions.    T?evep  before  in  the  history  of 
the  United  states  haa  management  been  hampered  by  federal  and 
state  legislation  that  place  recujlreraents  on  management  in  the 
way  of  reports,  registrations  and  taxea.    This  increased  regii- 
lation  of  private  enterprise  has  nlaced  an  increased  respon- 
sibility on  management. 

The  req\iireinent  for  accurate  data,  and  the  need  for 
constant  appraisal  of  the  various  operating  processes  and  pro** 
ceduros  to  determine  if  all  of  the  various  legislative 
requireroents  are  being  mtt  has  created  a  need  for  an  appraisal 
agency  within  the  organization. 

The  great  concentration  of  wealth  in  the  large  cor- 
porations, the  large  number  of  worlaers  and  their  families  who 
depend  on  selling  their  services  to  the  corporation  for  their 
livelihood,  and  the  large  number  of  absentee  owners  have 
created  a  responsibility  which  top*management  owes  to  a  large 
part  of  the  population. 

Top-Tnanagement  can  no  longer  excuse  errors  of  judge- 
ment by  passing  the  blame  do'^m  the  mmgerial  ladder.  The 
spotli^t  of  publicity  has  been  turned  on  management  by  the 
press,  in  stockholder  meetings  and  by  the  many  government 
agencies.    Kore  stockholders  are  demanding  the  details  of 
operations  of  the  enterprise  in  whidh  they  have  invested 
their  savings.    The  Security  and  Exchange  Commission's  regu- 
lations have  forced  management  to  vouch  for  significant  finan- 
cial facts  concerning  the  financial  data  of  their  company. 


Fanagement  is  thug  placed  in  a  position  ?/here  it  nuat  have 

data  which  has  been  verified  as  to  its  accuracy. 

Hald  writes  of  this  new  responslhility  of  nanage- 

ment  and  says: 

To  justify  the  confidence  of  invest- 
ors 9n<i   safeguard  its  harmony  with 
labor,  management  wASt  exercise  con- 
tinual and  unbiased  supervision  and 
review  of  all  company  activities. 
Obviously  the  task  it  too  great  for 
top  management  without  employing  com- 
petent and  organized  assistance.  (1) 

At  no  time  in  the  history  or  development  of  Ameri- 
can business  has  the  responsibility  of  top  management  been 
greater  than  it  is  today.     It  Is  the  function  of  top  manage- 
ment to  determine  the  common  and s  toward  which  effort  shall 
be  directed  and  to  maintain  coordination  between  specialized 
functions  or  departments.    The  coordination  of  activities 
calls  for  an  appraisal  of  the  various  units  to  determine  if 
they  are  following  the  procedures  and  methods  laid  down  by 
top  management.    Moreover,  a  review  of  the  operations  must  be 
made  to  determine  whether  the  results  achieved  by  the  various 
operations  are  up  to  the  standards  set  by  ton  management. 
For  these  reasons  internal  auditing  has  been  developed  as  a 
means  of  aiding  management  in  its  problem  of  coordination. 

Hov/ever,  even  with  the  recognition  of  the  new  con- 


(1).    Arthur  E.  Hald,  "The  Functions  of  the 
Internal  Auditor",  Internal  Auditing 
philosophy  and  ^ractTce^  ( Ptamf  ordT^ 
Connecticut :    Broclc  an3'  Wallston,  1944), 
p.  4. 


tpol  problem  of  modem  manaf'^ement ,  there  ha  55  not  always  been 
a  recognlylon  that  management  can  obtain  a  tool  that  will  aid 
by  adding  an  extra  pair  of  "eye^?  and  ears"  to  management  con- 
trols.   This  tool  Is  Internal  auditing*    T^ven  among  those 
that  recognize  that  internal  auditing  can  be  an  aid  to  man- 
agement, there  remains  a  gre^^'t  lack  of  understanding  of  the 
scope  of  Internal  auditing  and  the  poaaibllitles  of  its  func- 
tion as  a  tool  of  management. 

The  lack  of  recognition  of  the  full  possibilities 
of  internal  auditing  la  in  part  due  to  the  coirparative  new- 
ness of  the  function.    Of  this  newness.  Brink  says: 

''*'hy  is  it  that  American  industrial  cor- 
porations have  not  recogilzed  to  a  greater 
extent  the  benefits  to  be  obtained  through 
internal  auditing,  and  why  have  the  pro- 
grams by  which  these  benefits  ml^t  be  ob- 
tained not  been  more  effectively  developed? 
The  answers  to  these  onestlons  involve  many 
factors  which  overlap  and  are  inter-related. 
There  are,  on  the  one  hand,  general  factors 
such  as  newness  of  the  subject  and  the  lack 
of  explanatory  material  which  has  been  de- 
veloped for  those  persons  engaged  with  the 
internal  aur!  iting  problem,  while  on  the 
other  hand,  there  are  the  causes  arising 
out  of  the  deficiencies  of  the  various  part- 
icinating  groups.  (1) 

Even  on  the  part  of  tbD  accounting  and  auditing 
personnel,  there  la  often  a  failure  to  understand  the  real 
nature  of  Internal  auditing  and  its  oP'^ortunlties  of  serving 
management. 


(1)    Victor  Z.  Brink,  Internal  Auditing,  (New 
York:    The  ^onald  Press  Commny,  1941), 
p.  492. 


Purpo  ge 

The  TMijor  purpose  of  this  study  la  to  review  the 
field  of  Internal  auditing  and  to  present  the  current  thought 
as  to  the  services  which  tor?  management  should  exnect  and 
obtain  from  the  internal  auditing  group.     It  Is  the  further 
purpose  to  point  out  how,  as  a  tool  of  management,  internal 
auditing  ha  s  progressed  beyond  the  arithmetical  verification 
of  accounts,  records  and  financial  statements.     Further,  it 
is  also  the  purpose  to  show  the  growth  of  internal  auditing 
into  a  complete  intra-corapany  financial  and  operational  re- 
view, embracing  in  addition  to  accounting  accurace,  perfect- 
ion of  the  system  of  Internal  control  and  reliable  assurance 
of  adherence  to  standards  of  performance  and  to  established 
policies  artl  procedures* 

TerminoloRy 

.^ince  Internal  auditing  has  exnerienced  its  great- 
est growth  over  the  nast  fifteen  years,  there  still  exists  a 
certain  confusion  of  terms  used  in  the  discussion  of  the  sub- 
ject*   In  order  to  establish  a  firm  footing,  the  terminology 
of  certain  related  terms  used  in  this  paner  will  be  discussed 

In  this  paper,  the  term  "Internal  auditing  group" 
or  ''internal  auditing  denartment"  is  used  to  indicate  the  act 
ivity  of  auditing  carried  on  by  employees  within  the  comnany 
whose  specific  job  la  the  review  and  appraisal  of  the 
company's  ope lotions* 


The  definition  of  the  tern  "internal  auditing" 


has  been  given  as  follows: 

Internal  aiditing  is  the  Indepenr^ent 
appraisal  activity  within  an  organi- 
zation for  the  review  of  the  accotmt- 
ing,  financial  and  other  operations 
as  a  basis  for  tine  nrotective  and  con- 
structive service  to  management.  It 
is  a  type  of  control  which  functions  by 
measuring  and  evaluating  the  effective- 
ness of  other  types  of  control.    It  deals 
primarily  witJi  accounting  and  financial 
matters,  but  it  may  also  prone rly  deal 
with  the  matters  of  an  operating  nature.  (1) 

It  is  felt  that  the  above  definition  fully  covers 
the  term  as  used  in  this  paper.  The  definition  gives  a  com 
plete  coverage  to  the  modem  concept  of  the  function  of  In- 
ternal auditing. 

The  term  "internal  auditing"  should  not  be  con- 
fused witti  the  term  "internal  cSiieck". 

The  Special  Comirdttee  on  Terminology  of  the  Amer- 
ican Institute  of  Accountants  gives  the  following  def initio 
for  the  term  "internal  check": 

Internal  Check:  A  system  under  which 
the  accounting  methods  and  details  of 
an  establishment  are  so  laid  out  that 
the  accounts  and  procedures  are  not 
under  the  absolute  and  independent  con- 
trol of  any  one  person  -  that,  on  the 
contrary,  the  work  of  one  emnloyoe  la 


(1)     Charles  J.  }'>uie, "Resnonslbilltles  of  the 
ntemal  Anflltor",  The  Internal  Auditor 
-eptoTifeer,  1947),  TTT-^tr;    


complimentary  to  that  of  another  - 
and  that  a  continuous  audit  of  the 
business  Is  made  by  employees.  (1) 

Tt  i9hould  be  kept  In  mind  tha  t  while  the  Internal 
audltln/:^  group  may  recommend  Improvements  In  the  system  of  In- 
ternal check  and  may  appraise  or  review  the  oper'atlons  of  the 
system,  the  two  are  distinct  and  different  elements  In  modern 
business  controls. 

The  term  "outside  auditor"  Is  used  to  Indicate  an 
auditor  or  a  group  of  auditors  from  a  public  accounting  firm. 
It  is  the  responsibility  of  the  outside  auditor  to  review  the 
company's  books  and  to  Issue  an  independent  certificate  as  to 
the  accuracy  of  the  financial  statements,    ''^lle  the  outside 
auditors'  field  of  operation  covers  more  than  the  annual  aud- 
it, the  annual  audit  will  be  the  only  operation  treated  in 
this  paper  since  it  is  the  most  important  function  performed 
by  them  for  the  average  corporate  enterprise. 

The  term  "management"  is  used  to  Indicate  the 
upper  level  of  supervision.    This  group  consists  of  executives 
who  are  ccBicemed  with  the  business  as  a  whole  rather  than 
the  divisional  raanagem.ent,  who  are  directly  responsible  for 
the  various  departments  or  divisions  of  the  company. 

The  term  "control  has  two  aspects  in  this  paper, 
managerial  control  and  Internal  control. 

(1)    Keport  of  the  Special  Committee  on 

Terminolog:;-  of  the  American  Institute 
of  Accountants,  Accounting  Tenninology, 
(New  York:    D.  Aopleton  Century  Co»,  inc. 
1931),  p.  37« 


The  following  description  of  managerial  control  gives  the 


elements  of  the  tern  as  used  in  this  pat^r: 


^ach  t>lan  of  control  embraces  the 
following  elements:    an  objective 
establishing  what  it  Is  desired  to 
accomplish;  nrocedure  specifying 
how,  when  and  by  whom  the  plan  is 
to  be  executed;  criteria  as  to  what 
constitutes  p;ood  performance;  and 
appraisal?  as  to  how  well  it  was 
done.  (1) 


The  internal  auditing  is  a  port  of  managerial  con- 
trol in  that  it  is  a  principal  means  for  anpraislng  and 
evaluating  the  results  of  the  performance. 

The  term  "internal  control''  as  used  in  this  naper 


may  be  defined  as  follows; 

The  scientific  distribution  of  duties 
and  responsibi  11  tie s  which  is  made  by 
an  organization  in  order  to  establish 
a  system  of  checks  and  balances  so  de- 
signed that  the  activity  of  one  officer 
or  employee  Indenendently  performing 
his  own  prescribed  work  will  check  auto- 
matically, continuously  and  with  little 
or  no  duplication,  the  work  of  another 
or  others.  (2) 


(1)  .    Paul  E,  Holden,  Tiounsbury  Fish 

and  Herbert        ^wlth,  Top-Manage- 
ment Organ  izatlon  And  ^ontrol , 
( Stanford ,  dal  ITom'  la  :  "^tanTord 
ITniverslty  Press,  194^),  p,  9, 

(2)  .    John       Thurston,  Basic  Internal  Aud- 

iting Principles  AT^"Techn  1  nue s , 
T^c ranton,  Pennsylvania:     Interna t - 
ional  Textbook  Company,  1949)  p. 


Objectives 

The  general  objectives  of  this  paoer  are  as  foll- 
ows I 

!•    A  survey  of  the  present  day 

concepts  of  internal  auditing. 
2,    The  consideration-!  of  how 
these  concepts  can  be 
applied  by  mana  gement  as  a 
tool  of  control* 
The  first  of  these  objectives  concerns  the 
nature  of  Internal  auditing  and  Its  various  functions • 
It  Involves  research  Into  the  gradual  evolution  of  In- 
ternal auditing  functions  from  one  of  mere  arithmetical 
checking;  to  the  nreaent  day  status  of  an  Independent 
Investigating  a nd  ar^nralslng  arm  of  top  management* 

The  second  objective  concerns  the  specific  ser- 
vices and  their  relations  to  the  appraisal  element  of  man- 
agerial control*     In  considering  the  second  objective,  the 
ideal  operation  of  Internal  atiditing  will  be  presented. 

In  regards  to  the  second  objective,  this  study 
will  show  how  the  extenv^iion  of  the  full  functions  of  intern- 
al auditing  can  mean  the  difference  between  a  hl^ly  efficient 
staff  organization  that  can  serve  as  an  extra  pair  of  ''eves 
and  ears"  for  management  and  a  plodding  group  of 
arltaimetical  verifiers. 


Scope 

This  paper  is  written  from  the  managerial  rather 
than  from  the  accountants*  point  of  view.    The  services  and 
aids  which  management  can  gain  from  internal  aiditing  will 
be  emnha sized.    The  details  and  the  rnechanics  of  the  var- 
ious types  of  audits  will  not  co^ne  into  the  scone  of  this 
paner. 

While  internal  arri  Iting  h^s  its  woots  in 
accounting,  the  present  day  tendency  is  to  inake  internal 
auditing  an  extension  of  management.    The  function  of 
review  and  appraisal  of  the  various  operations  has  given 
internal  auditing  a  wider  scope  of  oneratlons.    It  is  no 
longer  bound  by  purely  statistical  and  financial  consider- 
ations, but  has  assumed  the  managerial  viewpoint. 

The  scope  of  this  study  is  not  confined  by  the 
operations  of  any  sin^e  organization.    KatJier,  it  covers 
all  of  the  major  functions  that  should  be  nerformed  by  an 
alert,  well-organi25ed  and  well-cfualified  internal  audit- 
ing staff. 


CHAPTER  II 
INTERNAL  AUDITING 


Internal  Atrilting  Defined 

In  Chapter  I^  a  common  definition  of  internal 

auditing  waa  given.    '"11116  it  defines  the  term  in  general, 

there  are  many  other  elements  Involved  which  are  not  fully 

brought  out  in  the  definition*    Thurston,  in  hia  recent  boolc 

gives  a  more  detailed  and  comprehensive  definition  of  intern 

al  auditing  as  follows:- 

Internal  auditing  la  the  determination 
"by  an  organization's  own  employees  (!) 
that  its  records  and  reports  reflect 
actual  operations  and  resilts  fairly, 
accurately  and  promptly;  (2)  that  est- 
ablished controls  are  not  only  ademiate 
for  the  full  protection  of  the  company, 
its  owners,  its  manap,ement  and  its  em- 
ployees, but  also  that  these  are  effect- 
ively rnaintained  and   (3)  that  each 
department  or  other  unit  is  carrying 
out  the  plans,  policies  and  proce'^urea 
for  which  it  is  responsible.  (1). 

The  above  definition  shows  that  only  a  part  of  the 

duties  of  the  Internal  audltlaT  c^roup  is  dlrectlv  connected 

with  auditing  as  the  term  is  understood  by  the  majority  of 

the  people. 

To  some  extent,  internal  auditing  suffers  by  its 
name.    Auditing  Is  usually  thought  of  as  tJie  science  of  the 


(1).    J.  B.  Thurston,  B^sic  Internal  Auditing 
Principle s  And  TecHnToues,  r^ranton, 
Pennsylvania :  '  Interna tlonal  Text  Book 
Company,  1949),  p.  1. 
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Exainlmtlon  of  accounts  and  the  verification  of  entries  to 
these  accoxmts  bv  moans  of  approved  procedures.    The  pur- 
pose of  the  examination,  as  the  usual  connotation  of  aud- 
iting holds,  is  to  enable  the  auditors  to  form  sound  opin- 
ions regarding  the  accoimts  and  financial  statements  of  the 
company  being  audited. 

Modem  internal  auditing  is  a  lauch  broader  field. 
The  routine  checking  and  verification  of  accounts  Is  only 
one  Phase  of  the  operation,    -ith  the  Introduction  of  machine 
accounting,  clerical  erj^ors  have  been  greatly  reduced;  thus, 
part  of  the  need  for  oheclcing  has  been  eliminated.  Kowever, 
It  should  be  emphasized  that  continued  need  exists  for  con- 
stant attention  to  the  adequacy  of  the  methods  of  Internal 
control  and  to  the  maintenance  of  establi -ahed  standards  of 
accounting  and  operations. 

In  writing  of  the  evolution  of  internal  auditing, 

Thurston  says: 

Internal  auditing  la  no  longer  the 
narrow  checking  operation  it  was  in 
the  past.    Today  Internal  auditing 
Is  recognized  a  a  the  examination  of 
the  functioning  of  an  organization's 
own  officers  or  employees  for  the 
puroose  of  determining  whether  or  not 
established  methods,  policies,  proced- 
ures, and  practices  are  being  followed 
and  whether  they  are  being  followed 
both  effectively  and  efficiently.  (1) 


(1).    John       Thurston,  "f^odem  Internal 
Auditing  And  Its  Relationship  to 
Industrial  Engineering",  The  Internal 
AuSitor,  (March,  1948),  pp.  2'§^^^^* 


HoA'ever,  since  the  tem  "internal  auditing"  has 
been  applied  to  the  activity  of  Internal  appraisal  or  review 
from  its  beginning.  It  is  only  natural  that  the  name  has 
stayed  with  the  fi^nctlon,  even  Ihough  the  activity  has  pro- 
gressed beyond  the  narrow  confines  of  the  financial  audit. 
Internal  auditing  does  not  Ignore  the  underlylnf^  respon- 
aibillties  of  the  accounting  audit,  but  it  uses  the  basic 
processes  of  the  accounting  audit  only  as  a  starting  point 
for  review  by  which  It  can  make  grep.ter  contributions  to 
manag€snent  throu^  constructive  analysis  and  appraisal  of 
oper?3tlons  • 

In  speaking  of  the  constructive  concept  of  the 

Internal  auditing  function,  Cunningham  says: 

'^■hlle  the  auditor  is  charged  with  a  rather 
wide  and  a  varied  type  of  Policing  service 
including  the  detection  of  fraud  and  error, 
it  is  the  constructive  service  which  he 
renders  which  enhances  the  value  of  his 
work.    The  Internal  a\i!11por  who  renders 
no  more  than  "orotective'   services  has 
not  yet  attained  professional  status;  he 
Is  nBrely  T>erfoTOlns  a  clerical  routine  - 
a  nilclng  service*  (l) 

As  a  bases  for  the  discussion  of  the  work  of  the 

Internal  auditing  group,  the  organizational  level  of  the 

denartment  an^  the  type  of  Internal  auditing  nerformed  must 

first  be  discussed.    This  review  or  discussion  is  necessary 


(IV  Cunningham,  "Internal  Auditing  - 

A  tool  of  Management",  The  Internal 
Auditor,  (DeoeTTJter,  1948 ) ,  p.  Tfg'. 


because  the  scoDe  of  operations,  the  raa- ters  with  vfhioh  the 
Internal  aid 'tor  will  concern  himself,  the  techniques  he 
will  concern  himself,  the  techniaiies  he  will  uae  to  achieve 
hlH  oh;)ectlve,  his  inde75endence  of  action,  tie  method  of 
style  of  ret)ortlng,  and  many  other  fee  tors  will  vary  with 
the  different  bypes  of  intem  al  auditing, 

Organizat ional  Types  of  Internal  Anditi ng 

The  failure  to  recognize  the  various  organiza- 
tional types  of  internal  auditing  is  nerhapa  the  principal 
reason  for  some  of  the  miaur^l er standings  ty®  t  fir»equently 
arise  when  the  subject  of  internal  auditing  is  being  dis- 
cussed.    Internal  au3itln£  may  be  grouped  into  fbur  major 
organization  types.    These  ere:     (l)  Proprletorf'jhip  Internal 
Auditing;    (2)  J^anagenient  Interna  1  Editing;    (3)  ?taff 
Internal  -t^udlting;  and    (4)    Departmental  Internal  imditlng* 

%en  the  internal  auditing  group  Is  completely 
independent  of  all  othe r  fnanegement  personnel  and.  is 
appointed  by  and  is  responsible  only  to  the  owner  of  a  sole 
proprietorship,  or  the  partners  of  a  partnership,  or  the 
directors  of  a  corporation;  the  internal  auditing  function 
is  termed  Proprietorship  Internal  -^^uditlng*    In  this  type  of 
internal  auditing,  the  internal  auditing  group  is  directly 
concerned  with  all  Phases  of  operation  and  mnagement.  As 
a  result,  the  activities  of  this  type  of  auditing  group  are 
the  widest  in  scope  of  any  of  the  four-  types. 


The  term  "management  Internal  auditing"  refers  to 
the  fti  nctloTiinp:  of  an  Into  ma  1  auditing  group  annointed  "by 
the  nre-^ident,  the  executive  vice-presi^lent,  or  other  manage- 
ment a"!Jthorit7  who  HoW  a  3i!nilar  level  of  responsibility. 
The  internal  auditing  group  is  independent  of  all  other  per- 
sonnel helow  thif?  strata  of  ttr     ge^nent .     Iti  duties  and 
scope  are  much  the  same  as  the  nroprietor ship  tyoe  of  in- 
ternal auditing.    However,  it  i'^.  a  representative  and  an 
appraiser  for  top  administrative  management  rather  than 
the  oroprletorshin  or  trustee  function  of  top  management. 

The  staff  type  of  internal  auditing  la  the  type 
most  frequently  encountered  In  the  large  coi*porate  organ- 
iaations.    The  head  of  the  intemal  auditing  staff  la 
usually  annointed  by  the  ^ic e-^re '5ident  in  Charge  of  Finance, 
The  Treasuier,  The  Controller,  or  by  aone  other  staff  officer 
holding  a  relative  rank  in  the  or<.-an  Iz  ation .    The  internal 
aijdlting  group  hafl  no  a-ithorlty  to  function  outside  of  the 
area  of  responsibility  of  the  staff  member  to  whom  it 
reports.    In  many  organisations,  the  Financial  Vloe-Presl- 
dent  or  the  Controller  has  a  company-wide  responsibility  or 
authority  which  usually  stems  directly  fnjm  the  board*  As 
a  result,  the  scoiae  of  the  internal  auditors*  work  is  also 
company-wide.    It  covers  all  of  the  activities  ovor  which  the 
staff  member,  to  1*1  on  the  internal  auditor  reports,  has 
authority . 

When  the  Iti notion  of  internal  auditing  is  confined 


to  the  llmltfj  of  a  d epartrriient ,  the  function  is  termed 
demrtmental  internal  auditing.    The  head  of  the  internal 
auditing  grouD  is  apnointed  by  and  reports  to  the  head 
of  t3ie  denartTjent  in  whidn  he  !?erve3.    Care  sfiiould  he  taken 
to  differentiate  between  1*\ose  d  ena rtmen tal  activities  which 
are  tjruly  of  an  auditing  nature  and  those  activities  which 
are  T^erely  a  part  of  the  internal  check. 

Functional  Type  s  of  Auditing 

The  second  const!  erat ion  that  should  be  made  in 
discussing  internal  auditing,  is  fo  define  the  various  func- 
tional types  of  auditing.    As  in  the  various  organiarational 
levels  of  internal  auditing,  the  scope,  objectives,  techninues 
and  style  of  reporting  will  vary  with  each  type  of  auditing 
work.    The  functional  tynes  may  be  brok«i  down  into  three 
main  tTrouplngs  as  follows:     (1)  continuous  a\idlts,  (2) 
feature  audits,  and     (3)    periodic  audits. 

The  continuous  type  of  audit  my  be  broken  down 
into  two  classi  fi oat lo nsj  the  pre-aui  it  and  the  nost-atidit . 
These  two  classifications  varv  only  in  respect  to  the  time 
the  internal  aixliting  group  performs  the  work.    The  contin- 
uous a>idit  is  used  where  it  is  desired  to  have  all  trans- 
actions verified..    The  auditing  is  performed  largely  by 
departmental  internal  auditors;  such  as  I)i sbursen^nt  s  Aud- 
itors, Accounts  Payable  Auditors  arti   Payroll  Auditors.  This 

type  of  audit  is  usually  found  in  the  cases  of  geographi- 
cally diversified  operations  which  are  too  small  to  permit 


the  f\ill  operations  of  a  good  system  of  Internal  control. 
Continuous  audita  are  usually  oerformed  in  such  a  restricted 
field  that  they  should  be  considered  a  minor  function, 
although  an  Important  one  in  certain  operations,  of  the  en- 
tire picture  of  internal  auditing  aa  it  la  used  by  management. 

Feature  auditing  consists  of  examining  one  phase 
of  operations  at  a  time,    "^ome  of  the  more  co  n^non  frmctiona 
of  this  type  of  audit  are  audit  of  cash  receipts,  payroll 
audits,  accounts  receivable,  circulariaation  and  observing 
and  checking  of  physical  inventory  counts.    The  freq\iency  of 
feature  audits  will  depend  on  type  of  operation  under  review 
and  the  requirements  of  the  various  departments  concerned. 

The  periodic  audit  covers  a  review  of  all  the 
operations  of  a  plant  or  unit  being  audited*    Periodic  audits 
are  generally  employed  when  a  company's  operating  and 
accounting  activities  are  diversified  an'5  are  located  at  more 
than  one  place.    In  large  corporate  organizations  where 
resident  internal  auditors  as  well  as  traveling  internal 
auditors  are  on  the  auditing  staff,  the  resident  auditors 
generally  perform  the  featiire  audits  while  the  traveling 
auditors  make  the  periodic  examinations  or  audita. 

The  organizational  structure  and  the  objectives  to 
be  accomplished  determine  which  type  of  audit  will  be  used 
in  a  specific  case*    All  of  the  above  mentlorwd  audits  may 
be  utilized  to  make  up  the  entire  program  of  review  per- 
formed by  ttie  internal  auditing  department* 


Hlstoiy 

The  function  of  internal  auditing  differed  materi- 
ally in  the  past  between  commniea  as  it  continues  to  differ 
today,    A3  a  result  of  this  difference,  a  clear  pattern  is 
not  revealed  in  the  evolution  of  Internal  auditing*  ^low- 
ever,  certain  definite  trends  in  the  conceryts  and  respon- 
sibilities of  internal  auditing  can  be  seen. 

In  the  days  trior  to  machine  accounting  and 
systems  of  internal  control  which  are  a  basic  iDart  of 
accoTintinf^  today,  much  of  the  so-called  internal  auditing 
was  directed  at  assuring  the  greatest  possible  accuracy  of 
records  and  reports  and  the  checking  of  postings,  extensions 
and  footings.    This  type  of  auditing  was  strictly  non-pro- 
ductive.   It  was  a  duplication  of  effort  and  was  considered 
as  a  wasteful  but  a  necessary'  evil.    As  the  result  of  concen- 
trating on  this  type  of  auditing.  Internal  auditing  was 
looked  upon  a  a  strictly  a  verifying  procedure  with  little  or 
nothing  constructive  to  offer  to  mamgement* 

In  the  past,  internal  auditing  was  often  established 
as  an  appraisal  function  after  a  fraud  has  been  committed. 
Since  auditing  was  looked  upon  only  as  a  means  of  preventing 
or  detecting  fraud,  it  was  only  natural  that  the  basic  func- 
tion of  the  internal  auditing  group  was  that  of  assuring 
protection  of  the  physical  assets;  ;^nd  all  other  considera- 
tions were  directed  towards  this  enr^ . 

V'hile  management  did  not  always  fully  recognize  tbe 


full  TDosalbllltiea  of  Internal  auditing  as  a  control  function 
in  the  T>ast,  some  of  the  more  far- thinking  auditors  saw  that 
internal  auditing  had  the  fundamental  reauirement s  needed  to 
aid  mmgement  in  Its  control  of  buslneaa, 

Thurston,  in  his  recent  hook  Basic  Internal  Audit- 
in^^  '^rincipleg  and  Tee^tnlnueg,  mentions  that  Moniroe  Kirkman 
stated  an  f?ir  back  as  1877  that  the  vigorous  discharge  of 
the  duties  of  an  internal  auditor  la  not  a  inatter  of  ,1udg« 
ment,  but  that  the  internal  auditor  is  expected  at  all  times 
to  make  use  of  all  the  nos^lbilitie s  of  his  position  for  the 
protection  of  the  interest  of  the  comTJany  he  renresenta. 

In  1912  a  book  written  by  Keginald  Arthur  Daven- 
port recognized  the  future  expansion  of  internal  auditing. 
Davenport  pointed  out  that  while  this  profession  was  not  a 
new  one,  it  was  only  on  the  threshold  of  its  ultimate  use- 
fullness.    He  explained  that  the  internal  auditor's  work 
should  not  be  confined  to  a  mere  mechanical  audit  of  the 
accounts,  but  it  wa,«(  the  internal  auditor's  duty  to  observe 
and  report  upon  all  phases  of  the  welfare  of  the  company  he 
represents.    Davennort  contended  that  the  field  of  internal 
auditing  was,  and  is,  so  broad  that  not  even  the  moat  nro- 
greasive  members  of  the  profession  had  a  real  conception  of 
its  ros sibilities. 

Although  there  were  a  few  far- sifted  men  in  the 

field  who  were  able  to  foresee  the  fjiossibilities  for  active 

participation  as  an  aid  to  management,  the  majority  of  man- 
agement, and  even  the  aijditors  themselves,  regarded  the 


internal  auditing  ftinction  as  beinf;  restricted  within  the 
narrow  confines  of  aritbraetical  verification  of  accounting 
data. 

The  interev'jt  in  internal  auditing  arose  largely 
since  the  tnrn  of  the   century.    luring  this  period,  the  con- 
cents of  the  duties  of  the  internal  auditor,  his  ohject- 
Iveie,  and  the  scope  of  hi  9  worlr  have  broadened  materially. 
The  new  responsibility  and  functions  of  internal  auditing 
are  being  used  by  manage^nent  as  a  means  of  fiu^'thering  the 
efficiency  of  the  modern  corporate  organization. 

Hea son s  for  He cognition  and  Growth 

Since  early  business  organizations  were  compara- 
tively amall,  their  cwners  or  the  managerial,  representatives 
of  the  owners  were  able  to  personally  exercise  direct  con- 
trols over  operations.    As  a  result,  little  more  than  the 
policing  of  the  accounting  function  was  needed  to  assure 
proper  control  over  the  various  Phases  of  operations,  ''ith 
the  expansion  of  the  corporate  organization,  raanagement  was 
no  longer  in  a  position  to  exercise  direct  control  over  all 
of  the  far  flung  ot>e  rat  ions. 

In  the  preface  of  a  recent  boo^^^  on  ton  tnanagement 
reoulrement s,  J.  Hugh  Jackson  makes  the  following  coininents 
in  regards  to  the  growtahi  of  ttie  business  organization  and 
the  nece3:^lty  for  the  additional  delegiftion  of  authority: 
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Chief  executives  themaelvea  are  gen- 
erally aware  of  the  many  nrobleras  of 
co-ordination  and  control  which  con- 
stantly beset  them.    However,  exper- 
ience has  shown  that  many  times  ex- 
pansion In  management  organizations 
are  the  results  of  Immediate  necess- 
ity and  s  ccordlngly  the  organization 
planning  goes  no  further  than  to  solve 
the  problem  currently  In  hanl.  The 
allocation  of  Important  functions  on 
such  a  basis  can  only  result,  sooner 
or  later.  In  a  management  organization 
which,  although  It  may  be  moderately 
successful  In  attaining  results,  will 
speedily  become  so  cumbersome  and  leth- 
argic as  to  lose  moat  of  Its  effective- 
ness. (1) 

Thus,  In  the  larger  corporations,  there  has  arisen 
a  need  for  a  logical,  well-planned  system  for  delegating 
authority •    The  corporate  structure  may  be  divided  into  a 
number  of  s\ih-groups  based  on  the  f^jnctionlng  of  the  comp- 
any or  into  a  number  of  divisions  if  there  are  a  number  of 
diversified  operations.    In  ellJier  type  of  structure,  the 
managers  of  the  various  divisions  are  given  a  broad  delega- 
tion of  responsibility  and  authority  with  top  management 
serving  as  a  staff  to  supervise,  advise  and  assist  the  var- 
ious divisional  imits.    However,  the  responsibility  of  ton- 
management  for  staff  supervision  of  the  various  subsidiary 
units  cannot  be  properly  exercised  without  definite,  accurate 
and  conplete  knowledge  of  the  functioning  of  these  units. 

(1),    ?.  E#  Holden  Lounabury,  S.  Fish,  and 
Hubert  L.  Srallii,  Top-'r'ans  gement 
Organization  ^nd  Control ,  { '^tan ford , 
California  :      t anf*or d  IJn i ve r a  1 1 v  Press, 
?.948),  p.  VII. 


Internal  a^idltlng  has  grown  to  fill  the  need  for  an  apprais- 
al organization  which  will  assure  management  that  the  opera- 
ting stateiT^nts,  which  are  one  of  the  principal  gauges  of 
results,  have  been  prepared  according  to  the  prescribed 
rules  and  wocedures. 

Top  management  Is  definitely  operating  by  remote 
control.    This  very  remoteness  from  the  actual  field  of  oper- 
ations Is  why  the  Internal  aijiTltlng  fimctlon  has  a.'^sumed  a 
new  position  In  management  with  a  vastly  wider  field  of  oper- 
ations.   The  ranoteness  calls  for  an  extension  of  the  "eyes 
and  ears"  of  management.     In  speaking  of  the  separation  of 
management  from  the  operating  units,  Cunningham  says: 

It  matters  not  how  able  his  staff  may 
be,  nor  how  well  the  Integrated  pattern 
of  management  may  be  formed,  defects 
and  deterioration  are  sure  to  develop 
unless  vigilant  surveys  and  evaluations 
are  maintained.  (1) 

The  recognition  of  the  need  for  Internal  auditing 
Is  often  made  only  after  serious  difficulties  arise  In  the 
organization.    Mp«  Reltzel,  Controller  of  Sun  Oil  Company,  wa 
one  of  the  leaders  in  recognising  the  need.    The  Sun  Oil  Com 
pany  Inaugurated  Internal  auditing  In  1923,    In  writing  of 
the  recognition  of  the  need  for  an  appraisal  and  a  reviewing 
agency,  Feltzel  stated! 

(1).    E.  H.  Cunningham,  "Internal  Auditing  - 
A  Tool  Of  Management",  "T^e  Internal 
Auditor >  (December,  194R ) ,  p.  17 • 


It  was  apparent  that  there  was  sorae- 
thing  missing  In  the  organization  of 
these  large  corporations.  Eventually 
■t  came  to  the  conclusion  that  It  waa 
lack  of  modem  Internal  ai^ltlng,  lack 
of  men  ¥ho could  float  around  and  see 
that  things  were  being  done  correctly, 
men  who  could  co-ordinate  one  man  with 
another  and  one  job  with  another,  (l) 

Management  had  long  recognized  that  inspection 

of  production  was  necessary  In  order  to  obtain  standard 

quality*    However,  the  need  for  inspection  of  functions  not 

related  directly  to  nroduc tion  was  not  always  seen. 

Cunnin^am  very  aptly  sums  up  the  situation  as  follows s 

Hecognizing  that  inspection  of 
management  functions,  clerical  rou- 
tines and  operating  activities  is 
as  essential  as  inspection  on  the 
production  line,  management  utilizes 
Internal  ajiditing  for  the  purpose  of 
securing  the  benefits  of  an  independ- 
ent and  ob.1[ective  review  and  ant«»aisal 
of  its  many  responsibilities,  (2) 

tianagement  has  developed  systems  of  internal  con- 
trol as  an  automatic  device  for  the  assurance  that  company 
policies  and  procedures  will  be  effectively  carried  out  and 
for  preventing  an(3  detecting  accounting  errors  and  fraudu- 
lent use  of  company  assets,     'ilie  number  of  ccsitrola  making 
up  an  entire  system  of  Internal  control  will  vary  with  the 


1.  P,  B,  Reitzel,  "Modern  Internal 

Auditing",  Internal  Hid  it  ing  A 
New  Management  Technique ^  ( ^^te.m- 
Ford  ,  ^'^mectTcut  s   'Srbck  and 
WaHaton,  1943),  p.  6^, 

2,  E.H.Cunningham, "Internial  Auditing 
A  Tool  of  Management   f'Hie  Internal 
Auditor ,  (I)ecember,^4.nT,  'vTlTr  . 


alsse  and  tJie  requirements  of  the  enterprise.     J^otne  of  the 
most  coTtiTnon  types  of  controls  utilized  by  nKinagement  are: 
budgetary  control^  cost  control,  production  control.  In- 
ternal check.  Internal  auditing  and  many  others  of  similar 
nature. 

't^ljlle  internal  auiiting  is  listed  along  with 
other  managerial  controls.  It  is  of  a  different  character 
in  that  it  supplement 8  rather  than  complements  the  other 
forms  of  control* 

In  writing  of  the  iutemal  auditing  groups'  pos- 
ition in  the  soheitB  of  Internal  control,  Thurston  states: 

In  any  large  haslnesa,  internal 
auditing  is  the  keystone  of  internal 
control.     In  other  words,  no  systen 
of  internal  control  can  be  considered 
adequate  or  complete  unless  it 
Inoltades  internal  auditing.    Even  If 
a  perfect  system  of  internal  control 
existed,  with  each  transaction  broken 
down  into  stetDs  that  count er checked  one 
another  in  the  hands  of  different 
employees,  internal  auditing  still 
would  be  necessary.  (1) 

The  necessity  for  internal  auditing  arises  from 
the  constant  need  for  appraisal  to  determine  Aether  each 
step  of  the  control  is  functioning  as  planned  and  to  re- 
cognize needs  for  changes  resulting  from  changing 
condlti  ons . 


( 1).    J.  B,  Thurston,  3asic  Internal 

Auditing  Practices  and  Teohniqi»  s 
T^c  r a  nt  on ,     em  sy Iva  nla  :  "TnTer- 
national  Textbook  ^o.,  1949)  p.  17. 


Thurston  compares  this  need  to  that  of  an  auto- 
matic machine  n©edln£;  sn  Innnector,  he  says. 

The  perfect  j^ystem  of  Internal  con- 
trol may  be  compared  to  a  modem 
po^s'er  plant  that  is  designed  to  be 
completely  automatic  In  operations. 
"iKJh  a  plfint  would  not  be  left  with- 
out soffle  supervision,    a  trained 
engineer  wo^ilo  ^e  as^">ifvned  to  check 
It  and  maintain  It.    The  internal 
aiiiltor  is  the  "trained  enrlneer" 
assigned  to  check  and  maintain  the 
sy.'item  of  internal  control.  (1) 

It  has  been  only  during  the  past  few  years  tiiat 

internal  auditing  Has  cone  to  be  recognized  as  an  arw  of 

top  Tnanagenent •    The  recognition  has  come  about  pertly 

through  the  awakening  of  mna gement  to  the  fact  that  a 

definite  need  eKlsted.    However,  the  Intemal  auditing 

function  wcRiM  not  have  been  called  unon  unless  it  was  able 

to  adopt  itself  to  the  chan.^T^ng  conditions.     Internal  audit 

Ing  could  not  have  achieved  Its  present  standing  as  an  arm 

of  management  unless  the  results  produced  justified  the 

endeavor. 

While  the  present  day  concept  of  Internal 
auditing  has  Its  basis  in  the  auditing  of  accoTintlng  record 
and  financial  statements.  It  has  broadened  its  scope  of 
activities  into  a  v/lder  area  of  managerial  responsibilities 


(D.    "ibid",  o.  17. 
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ThiJrston  presents  the  extent  of  expanalon  as 

follows : 

T«d£y  those  v;ho  imrlor^tanc  It, 
(internal  aufiltlng),  recognize  it 
as  a  technicfue  for  providing  top 
management  with  many  Important  facts 
it  wolilfl  not  otherwise  have;  for  in- 
suring adherence  to  budgetary  stand- 
arda;  for  securing  observance  of 
company  policlea;  for  establishing 
adherence  to  laws,  re^jUlations  and 
contract  terms  by  officers  and  down- 
the -line-executives;  for  calling 
attention  to  the  inadequacy  of  many 
types  of  phvsioal  property  in  their 
use;  for  weeding  out  incompetent 
personnel  anrl  for  highlighting  tal- 
ent; and  for  following  ttp  the  work 
of  the  industrial  engineer  by  seeing 
that  nm  methods,  procedures  and 
practices,  once  Installed,  are  main- 
tained. (1) 


( J.  B.  Thurston,  Basic  -^nte m al 

Auditing  Practices  and  Technlfiues, 
{ Hcranton,  'Pennsylvania: 
International  Textbook  Co.,  1949) 
pp.  28-29. 


CHAPTER  III 

MANAGB!ENT»R  VI57A'?0INT  DETERMINES 
EXTENT  OP  I'lTEKNAL  ATJ!-)ITOI?»  S  ACTIVITIES 

On©  of  the  prime  differences  between  the  Internal 
aiitiltor  and  the  outairte  auditor  i«5  that  the  internal 
auditor  **5  pr  iniarTr  responfBibilit^r  is  to  corporate  management, 
while  the  ontaide  auditor's  primary  responsibility  ia  to  the 
stockholders  of  the  corporation.    As  a  re?!t!lt,  the  outside 
auditor's  ipriTnary  concern  Is  with  the  soundness?  of  the  fin- 
ancial at^.tentents  uT>on  which  he  expresBe-^  his  opinion. 
The  internal  ai-di tor's  concern  i'?  trimarilly  v'ith  con- 
atmctive  analyses  and  appraisals  which  top  manageciGnt 
needs  in  controlling  the  varlou.s  operations.    As  a  result, 
the  extent  of  the  internal  auditor's  activities  is  hound  by 
the  limits  set  up  by  management. 

Featrictions  on  Activities 

The  activities  are  sometimes  lirrlted  to  appraisal 
and  review  of  accounting  and   financial  data*     Such  limita- 
tions placed  on  the  activities  of  the  internal  auditing 
group  are  unfortunate  since  they  deprive  otiier  departments 
and  units  of  the  organization  of  the  nesins  of  securing  inde- 
pendent analysis  and  appraisal  cf  operations,  or  elae  they 
compel  them  to  set  up  individual  staffs  of  Investigators  to 
perform  the  appraisal  and  review  function  for  which  the 
background  and  training  of  13ie  internal  aurlltor  is  best 
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suited.    The  use  of  multiple  departmental  staff 3  of  investi- 
gators is  obviously  uieconomic  and  inefflcisnt. 

In  other  cases,  far- sigh tod  executives  have  taken 
advantage  of  the  Internal  auditor* 3  training  and  qualifica- 
tions by  giving  him  a  wide  latitude  In  action  and  expression. 
Aa  a  result  of  this  m'ide  variation,  it  is  difficult  to  set 
definite  limits  in  describing  the  internal  auditing  group's 
responsibility. 

Since  the  reporting  responsibility  of  most  In- 
ternal auditing  croups  is  to  top  management,  the  effect- 
iveness of  the  internal  auditing  function  is  llTnlted  by 
management's  policy  making  and  policy  execution. 

Payte  states  that  mEmgeraent  has  definite 
responsibilities  in  setting  the  policies         followinfj  them 
throu^  so  that  it  can  gain  the  greatest  benefit  from  in- 
ternal auditing.    In  this  connection  he  says: 

Management  must  first  define  in  gen- 
eral terms  the  objectives  of  the  In- 
teinal  autiitoi'  and,  secondly,  throu^ 
active  suoport,  must  Impress  on  the 
operating  personnel  the  need  for  their 
co-operation  with  the  Internal  auditor 
to  attain  that  objective.    Lacking  these 
fundamental  aoptorts,  the  internal 
auiitoi-  ctin  onerate  only  with  the 
siifferance  of  those  audited.  (1) 


(IV    Henry  L.  '''ayte,  "The  i^ffect  of  Irianage- 
ment  Policies  on  the  Activities  of  the 
Internal  Audit  or".  Internal  Aiyi  it  Ing 
Philosophy  and  ?pa c F!^57  T^*^® '3rfOT»3"» 
^oxin  e  c  t  i  cut "Hro  c  k  a rO  '  al  1  st on ,  1944), 
p.  66. 
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It  can  be  seen  that  if  nanageraent  v/ant3  to  obtain 
the  full  benefits  of  an  Independent  appraisal  and  review, 
ttie  extent  to  which  they  are  able  to  accomnllsh  this  end  is 
determined  by  the  Dolicies  whldi  management  adonts*    If  max- 
Imvan  results  are  to  be  obtained,  policies  must  be  broad, 
well  thou^t  out  and  coordinated. 

In  determining  the  policies  that  will  bovem  the 
functioning  of  the  internal  auditing  group,  management 
should  be  guided  by  the  fundamental  con al derations  used  in 
the  determination  of  all  policies.    Payte  states  the  consid- 
erations that  should  be  made  by  management  as  fbllouva:- 

The  first  decision  to  be  made  concerns 
the  ^rea  of  audit  activities.    There  are 
gradations  in  internal  auditing.  Con- 
sideration must  be  given  to  qiasstions  of 
whether  the  audit  should  be  limited,  let 
us  say,  to  a  check  of  accounting  records; 
or  to  be  all-inclusive,  covering  all 
phases  of  the  busirress  where  auditing  can 
be  effectively  applied;  or  somewhere  in 
between,  (l) 

The  above  question  cainot  be  answered  until  man- 
agement has  a  clear  understanding  of  what  interns  1  auditing 
can  accomnllsh  and  some  idea  of  what  the  company  needs  In 
tiie  way  of  a  review  agency. 


(!)♦    Henry  L.  i^ayte,  "The  Effect  of 
Management  Policies  on  the 
Activities  of  the  Internal  Auditor", 
Internal  Aud Iting  ^hllosonhy  and 
ia c'tlce ,  ( J^tamfor d ,  ^on ne c tT cuf j" 
Frocir~md  Wallston,  1944),  p.  66. 


Reporting  Responsibility 

Since  Independence  la  basic  to  the  effectiveness 
of  the  internal  auditing  DPCgram,  the  chief  auditor  should 
be  made  responsible  to  an  officer  of  sufficient  rank  In  the 
organization  as  will  assure  adequate  consideration  or  action 
on  the  findings  and  reooimiendations  of  the  internal  auditing 
group. 

The  position  of  the  officer  to  whom  the  internal 
auditor  reports  determines  to  a  large  degree  the  place  of 
the  internal  acuditing  group  in  the  corporate  structure. 
In  order  to  be  fully  effective,  the  internal  auditor  must 
be  free  of  departmental  obligations.  Influence,  or  bias, 
and  be  able  to  take  a  broad  objective  viewpoint  based 
solely  upon  the  best  interest  of  the  company  as  a  whole. 
He  must  be  in  a  position  to  investigate  and  call  attention 
to  unsatisfactory  conditions  in  any  division  or  department 
and  to  initiate  recommendations  toward  their  correction. 
This  independence  of  view  noint  and  action  is  rendered 
difficult  if  the  irtbemal  auditor  reports  to  the  head  of  one 
of  the  divisions  or  demrtments  concerned  because  the  inter- 
ests of  the  internal  aud  itor  may  conflict  with  those  of  his 
superior. 

It  is  generally  agreed  13in  t  the  Internal  auditor 
should  report  to  someone  hij^er  than  the  deyBrtmental  level. 
It  is  further  agreed  that  to  be  of  the  widest  possible  ser- 
vice, consideration  should  be  given  to  the  advisability  of 
including  the  internal  auditor  in  the  general  company  exec- 
utive group.    However,  current  writing  on  the  subject  pre- 
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sents  two  distinct  theories  as  to  whom  the  internal  auditor 
should  owe  his  reporting  responsibility. 

The  first  school  of  thought  stres'^es  ii\e  need  for 
Independence  of  action  if  the  internal  auditing  group  is  to 
function  satisfactorily.    This  group  believes  till  at  the  board 
of  directors  ahouM  have  a  determining  voice  in  the  selection 
of  the  internal  auditors  and  that  the  chief  auditor  should 
report  directly  to  the  board.    It  is  believed  that  internal 
auditing  is  one  of  the  principal  rneans  whereby  a  board  of 
directors  can  diadiarge  their  trusteeship  function. 

In  support  of  the  point  of  view  t^iat  the  chief 

auditor  should  report  directly  to  the  board  of  directors, 

Thurston  states: 

The  board  of  directors,  acting  as  a 
trustee,  represents  the  owners  of  the  business. 
It  is  the  board's  duty  to   safeguard  and 
further  the  stockholders'  interests,  determine 
basic  policies  and  the  <:eneral  course  of 
the  business,  appraise  the  adequacy  of 
over-all  results*  and,  in  general  protect 
and  make  the  most  effective  use  of  the 
company's  assets.     It  is  for  this  reason, 
that,  in  many  important  corporations  the 
internal  auditor  reports  directly  to  the 
board  of  directors  either  through  the 
auditing  or  the  chairman  of  the  board,  or 
functionally  to  the  board  through  the 
president.  (1) 

(        John       Thurston,  Basic  Internal  inditing 
Principles  and  Techniques^  C^cranton, 
i'ennsylvania  :     InternatTonal  Textbook  Co., 
1949),  p.  29. 


V.r*  "Varthen  supports  the  theory  that  the  chief 


auditor  should  report  to  the  hoard  of  directors  by  making 

the  following  observations  based  on  the  services  rendered 

by  the  Internal  au31tlng  grotip: 

To  accomplish  all  of  this,  the  auditor 
must  be  placed  In  an  Independent  posi- 
tion.   He  must  not  be  told  what  to  ai^rilt 
or  what  not  to  audit  by  a  comptroller, 
treasurer,  or  anyone  responsible  for  the 
keeping  of  the  records  or  the  handling 
of  fuT^s,    He  must  be  free  to  make  an  un- 
biased check  on  all  transactions  covering 
Income  and  disbursements  and  to  safeguard 
all  assets.    He  must  be  free  to  criticize 
company  policies  anc3  report  any  mismanage- 
ment without  fear  of  reprisals.     In  this 
position  he  would  also  rank  with  toP-man* 
agement.    He  should,  therefore,  report  to 
the  Board  of  directors,  or  to  a  top  exec- 
utive who  will  furnish  the  necessary  pro- 
tection should  he  step  on  any  toes  in  the 
performance  of  his  duties.  (1) 

The  viewpoint  expressed  above  by  the  two  writers 
considers  the  Internal  auditing  group  as  serving  the  trustee- 
ship zone  of  management  only. 

The  second  viewpoint,  that  the  internal  auditor 
should  report  to  the  administrative  or  general  management 
zone  of  the  organ  1?: atl on,  holds  that  internal  auditing  has 
found  its  greatest  usefulness  in  the  service  of  the  latter 
group.    There  are  several  arguments  put  out  favoring  the 
theory  that  the  greatest  utilization  of  the  Internal  audit- 
ing function  Is  in  the  zone  of  administrative  management 

(1).    Harry  H.  ■'arthen,"An  Auditors  delations  '"'1th 
'me  f^tockholders.  The  Directors,  And  The  Man- 
agement", Internal  Atjdittng  philosophy  And 
Practice,  ( 'Stamford,  Connecti cut  i    iRrock  & 
TOTTsTon,  1944),  p.  76. 
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rather  than  the  tresteeahip  zone.    It  is  felt  that  thedeleg- 
ations  of  authority  made  by  the  trusteeship  zone  has  not  been 
as  great  or  as  detailed  as  the  delegations  laade  by  the  ad- 
ministrative zone.    Therefore,  the  need  by  the  trustee  shit; 
zone  for  an  appraisal  or  review  agency  is  not  as  great  as 
that  of  the  adipinistrative  zone. 

Moreover,  a  survey  of  the  adherence  to  broad  basic 
Policies,  operations  of  major  financial  procedures,  and 
functions  of  a  similar  nattire  is  adeouately  handled  by  the 
outside  accountant  in  the  course  of  his  annual  audit.  Tiie 
report  of  the  outside  auditor  is  directed  toward  the  stock- 
holders and  the  board  of  directors  who  renrosent  the  Interests 
of  the  stocl<holders . 

A  basic  principal  of  organization  Is  that  the  line 
of  responsibility  of  a  staff  unit  aihould  be  with  that  part 
of  the  organization  to  which  tJie  greatest  service  is  rendered. 
Using  as  a  criteria  the  services  rendered  by  internal  audit- 
ing, it  would  appear  that  the  internal  auditor  should  report 
to  the  administrative  nKmagement  who  are  concerned  with  over 
all  operations  of  the  company. 

The  review  and  appraisal  functions  of  the  internal 
auditor  naturally  result  in  the  organization  of  recommend- 
ations for  the  correction  of  errors  or  improvement  of 
systems  or  procedures.    Thus,  the  internal  auditing  group 
should 


report  to  the  segment  of  wanagement  which  Is  in  control  of 

administrating  the  operating  function.     In  speaking  of  nlac- 

ing  the  recoirmendat lonfR  into  effect,  %lls  says: 

The  resDonsr'^i!)  Itv  for  placing  them 
in  effect  helongs  with  the  administ- 
rative positions  not  -^jlth  the  dir- 
ectors and  so,  if  the  atriltor  were 
to  report  to  the  i^lrectors  and  make 
recorrffnendationa  directly  to  them  he 
would  be  challenging  the  Judgment 
and  riuthorlty  of  the  ^resident  and 
sooner  or  later  place  the  ^"^Irectors 
in  the  position  of  having  to  make  a 
choice  between  his  recommendations 
and  those  of  the  President.     In  such  a 
position  the  auditor  woijld  be  of  little 
service  to  the  ^residtit  or  the 
Directors,  (l) 

It  la  felt  that  since  the  auditing  function  re- 
views the  details  of  operations  that  the  tniateeship 
function  would  have  no  interest  in  the  detailed  variations 
from  policies  and  procedures  laid  down  by  administrative 
management.    The  second  school  of  thouif^t  on  the  reporting 
responsibility  of  the  internal  auditor  believes  that  since 
the  internal  airlitor  is  concerned  with  the  day-to-day 
appraisal  of  specific  operating  data  that  the  auditor  should 
report  to  someone  closer  to  the  scene  of  one rations  than 
the  board  of  directors. 

However,  within  this  second  school  of  thought, 
there  is  a  variation  In  the  thinking  as  to  which 


(3^.  L.  L.  Ellis,  "Organization  Respon- 
sibilities of  the  Internal  Auditor  , 
Tine  Interna  1  Auditor,  t  September, 
T§i6),  p.  3.^. 


administrative  officer  the  Internal  atrlltor  should  owe  hla 
reporting  responsibility. 

A  very  sound  argument  Is  put  forward  that  the  aud- 
itor should  "be  indeDen-^ent  of  the  treasurer's  department  and 
sonje  even  carry  the  argument  to  the  ooint  where  the  Internal 
auditor  should  "be  oomrlctely  independent  of  the  controller's 
deoartmentt    The  ha  si  a  for  this  thlnVlng  is  that  if  the  in- 
ternal auditor  rer>orts  to  one  of  the  financial  officials, 
the  internal  auditor  would  loose  a  large  part  of  his  inde- 
pendence of  action  because  the  larger  amount  of  the 
auditor's  time  and  effort  Is  spent  in  the  survey  and 
appraisal  of  financial  and  accounting  oT)erations« 

In  support  of  this  viewpoint,  ^rink  says! 

As  to  which  officer  of  the  man'^ge^ent  the 
internal-  auditor  should  report,  the  best 
general  answer  ap-Dear?  to  be  the  president 
or  to  an  officer  acting  directly  a  a  an 
aaslstent  to  the  preildent.  Certainly 
the  internal  auditor  should  not  report  to 
the  treasurer  or  the  chief  accounting 
officer  becmise  If  this  were  done  he  would 
be  under  a  nerson  who  1:^  directly  In 
charge  of  oneratlons  which  could  not  then 
be  auDlited  in  an  independent  manner.  (1) 

There  is  an  altemate  solution  to  the  problem 

based  on  the  theory  that  since  internal  auditing  is  a  part 


(])•  Victor  ?. ,  Bpinic^  ^*anagerlal  Control 
Through  Internal  Ju'^ it lng7"  ^  "^ta^f ord , 
Connecticut :    Brock  and  ^^al  Is  ton,  1945 ) 
p*  76. 


of  the  overfall  picture  of  Internal  control,  the  auditor 
should  report  to  an  authority  who  has  a  direct  line  responsi- 
bility for  the  various  controls #    -hurston  suggests  that  a 
position  of  an  assistant  president,  who  would  be  i^esponsible 
for  all  of  the  managerial  control  functions,  be  created.  He 
suggests  the  title  of  ^  ice- Pre  si  dent  -  i^lanagenent  Controls 
for  this  position. 

The  theory  that  internal  atxiiting  as  a  control 
function  ahould  moat  logically  be  responsible  to  a  unit 
whose  major  responsibility  is  that  of  control,  has  gained  a 
wide  acceptance.    It  would  appear  that  the  internal  auditor 
should  report  to  the  financial  ^ ice -Pre si dent. 

The  responsibility  of  the  -financial  Vice-President 
or,  if  no  such  office  exists,  of  the  Controller  includes! 
(1)  the  establishment  of  financial  control  over  all  activ- 
ities, and  (8)  the  protection  and  preservation  of  the 
company  assets. 

In  sneaking  of  the  direct  link  between  the  respon- 
sibilities of  the  Financial  Vice-President  or  Controller  and 
the  internal  auditing  function,  Ellis  aays: 

^^'hile  these  broad  restxinsibilities  are 
functional  in  that  they  represent  a  highly 
specialized  activity  of  the  business  and 
are  thus  company -wide,  because  of  this, 
the  authority  accompanying  them  is  usually 
received  by  the  Pinarwial  Vice-President  or 
Controller  directly  from  the  Board  of  Direct- 
ors.   The  appraisal  function  of  the  auditor 
is  an  essential  part  of  these  control 
tnechaniess.    The  auditor  is  an  indiv^pensible 
pert  of  the  control  team  and  the  Financial 
Vice-President  would  be  greatly  handicapped 


In  carrying  out  his  control  responaibllity 
If  the  auditor  were  not  a  part  of  hi 3 
organization.  (1) 

Mr«  Ellis  further  pointed  out  that  the  greatest 
effectiveness  of  the  service  of  Internal  auditing  can  be 
gained  only  hy  having  the  Internal  auditor  functioning  as 
part  of  the  syateTn  of  control.     In  this  way,  the  efforts  of 
the  Internal  auditor  can  be  coordinated  with  the  other  act- 
ivities which  make  up  the  control  function;  thus  being  able 
to  provide  a  co^nplete  analysis  of  the  admlnfetratlve  effort 
for  the  use  of  administrative  management.     In  this  way,  the 
prlnclnle  of  placing  a  staff  orsanlzatlon  line  of  resnonsi- 
bility  with  that  pert  of  the  organization  to  which  the 
greatest  service  is  rendered,  is  comr»lied  with. 

Compliance  with  the  second  principle  of  staff  or- 
ganization, which  states  t*xfit  the  staff  organization  should 
be  Indenendent  of  the  functions  being  audited,  is  where  the 
Question  arises  as  to  whether  by  reporting  to  a  financial 
officer  the  Internal  auditing  fun^^-tlon  Is  being  handlcanped. 

In  regards  to  the  loss  of  independence  by  report- 
ing to  a  financial  office,  Mr.  Ellis  points  out  that  If  the 
internal  auditor  was  reporting  to  either  the  operating,  the 
service,  or  the  administrative  branches  of  the  organization, 
he  would  have  little  indenendence  since  he  would  be  revlew- 

(1).    L.  L.  EH  lis, "Organization  Responsibilities 
of  the  Internal  Auditor",  The  Internal 
Audi  tor,   ("^©pt ember,  1946),  p.^l^fe. 


Ing  and  anpralBlng  the  effectiveness  of  the  operations  of 
the  aervlcea  and  of  the  administration.    He  could  not  carry 
out  his  resnonslhilltieg  independently  if  he  reported  to  any 
one  of  these  branches.    If  the  internal  auditor  reoorted  to 
the  Board  of  Directors,  he  vTould  be  unable  to  present  his 
appraisal  of  Qdministrative  action  without  direct  conflict 
with  the  president.    If  he  reported  to  the  administrative 
zone  of  management,  he  would  iTnmedlately  loose  nart  of  his 
Indepmdence,  as  he  would  be  appraising  the  end  product  of 
the  policies  set  by  the  adrninistrative  zone. 

In  sumnarizatlon  of  the  place  that  internal  audit- 
ing should  have  In  the  organization  in  order  to  gain  the 
greatest  f  reedoin  and  independence  of  action,  Mr.  Fills  says  i 

He  is  in  the  greatest  Position  of  independ- 
ence if  he  Is  reporting  directlv  to  the 
financial  vice-president  or  a  controller 
who  has  coTtinany-wide  responsibility  and. 
authority,  usually  stemming  directly  from 
the  board.    The  only  phase  of  his  v/ork  in 
which  he  would  not  be  entirely  independent 
is  in  the  verification  of  accounting 
records.    This  we  have  seen  is  a  ralnor 
part  of  his  reaponslbllltles  and  is  always 
subject  to  the  further  verification  by  the 
public  accountant.  (1) 

f^urveys  that  have  been  made  of  the  various  report- 
ing responsibilities  of  the  Internal  auditor,  show  that  the 
majority  of  the  heads  of  the  internal  auditing  groups  report 
to  an  administrative  officer.    Tabulated  below  Is  the  results 
of  163  inoruiries  made  as  to  t>ie  reporting 

(1).    L.  L.  Ellis, "Organization  Responsibilities 
of  the  Internal  ^^uditor  ,  The  Internal 

Auditor,  ('-eptember,  1946),  p.  36. 


responsibility  of  the  head  of  the  internal  auditing  depart- 
ment* 

Prom  the  results  of  tlie  airvey,  it  can  be  se'^n 
that  there  ia  a  grest  diversity  in  reporting.  However, 
this  diversity  imy  not  have  been  a  a  great  if  a  standard 
definition  of  the  job  was  used  instead  of  the  title  of 
office  held*    Executives  functioning  in  the  same  capacity 
may  have  altogether  different  titles,  Motwithatanding 
this  one  drawback,  the  tabulation  does  show  a  definite 
trend  towards  reporting  to  the  controller  or  the  treasurer. 
The  number  of  heads  of  internal  auilting  |i!;roups  reporting 
to  these  two  officials,  made  up  over  half  of  the  companies 
surveyed. 

Mr.  T»  W,  Spicer,  Chief  of  Auditing  Methods  and 
Results  '.^'estern  I^lectric  Company,  also  made  a  aurve^r  on  the 
same  subject.    He  questioned  the  heads  of  the  Internal  audit- 
ing departments  of  eight  companies.    Of  these  companies 
covered,  it  was  found  that  in  two  cases  the  chief  auditor 
r*eport9  to  the  treasurer  and  in  the  other  six,  to  the 
controller. 

Kp,  '^picer  questioned  the  auditors  as  to  their  own 
private  views  a s  to  their  preference  of  reporting  respon- 
sibilities.   **11  of  the  chief  auditors  felt  that  they  were 
experiencing  no  difficulty  under  the  present  arrangement  and 
that  their  independence  was  not  being  restricted  in  any 
wanner.    It  was  the  consensus  tliat  the  treasiirer  anrl  the 


Table  1 

Hepor  t  Ing  T?e3ponsi'b  lilt  leg  Of 
the  %ad3  Of  10^  Corporations 


Hoported  To  Number  Percentage 


Board  of  Directors  10  6.1^ 

Board  of  I>irector8  and  President  2  1»2 

President                             ^  17  10.5 
Vice-President  (Including  Executive 

Vice-President)  10  6.2 

Vice-President  and  Treasurer  ,  5  3.2 

Vice-President  in  C^:)arge  of  -^'inance  1  .6 
Vice-president  and  General  ^ales  Manager      1  .6 

Vice-President  of  '  orks  1  .6 

Controller  66  41.0 

Assistant  Controller  4  2.4 

Treasurer  83  14.2 

Treasurer  and  Controller  4  2.4 

As.^1  stent  Treasurer  5  1.8 

Secretary  and  Treasurer  1  .6 

•^•ecretar^r  and  Aif??lstnnt  Treamjrer  1  .6 
Ceneral  Auditor,  Creneral  Auditor-HQine 

Off  Ice,  Audit  or  of  Company  Home  Office  5  1.8 

General  r'anager  3  1.8 

Chief  Accountant  1  .6 

No  answer  6  5.8 


Total  Tsr*  imr^ 


G.  T.  Bodman  (chairman),  "Henort  of  Industrial  Comlttee", 
The  Internal  Aud ito r,  (June,  1945),  pp.  58-59* 


Controller  are  more  oognlssant  of  the  accounting  and  finan- 
cial problems  v^ich  make  up  a  great  part  of  the  internal 
auditor's  work.    Iliey  further  exrjressed  the  opinion  that 
the  modem  controller  and  treasurer's  duties  and  resnonsl- 
bllities  are  not  confined  strictly  to  the  limits  of  account- 
ing and  financial  matters,    i'hey  are  regarded  as  executives 
of  the  corporation  as  a  whole  and  can  be  instrumental  in 


effect ln<3;  an  exmnalon  of  the  Internal  auditing  effort  be- 
yond traditional  foundries  where  aiicb  exnanslon  Is  warranted 

The  attitude  of  the  officer  to  whom  the  internal 
auditor-  reports  hag  a  direct  hearing  on  the  value  of  the 
work  of  the  internal  auditing  group.    Unless  the  officer 
maintains  an  open  mind  and  an  attitude  which  encourages 
critical  aopralaal,  the  work  of  the  internal  auditor  will 
be  greatly  hamT^ered*    Unless  ho  thoroughly  reviews  the  re- 
ports and  backs  up  the  findings  of  the  auditor  by  promptly 
following  through  on  the  recoinmendatlona  made,  the  work  of 
the  auditing  group  will  fall  Into  a  mere  mechanical  verific- 
ation of  arithmetical  data, 

TIanagement  ahouM  fully  impress  upon  all  members 
of  the  internal  a\*aitlng  group  that  it  wants  critical 
coinments  on  all  phases  of  the  operations  surveyed.  It 
ahovld  also  atate  that  management  will  protect  the  internal 
auditor  from  the  effects  of  warranted  criticism  that  he  may 
make  on  any  Tliaae  of  the  company's  operations. 

Stron?;  and  active  backing  by  management  also  Im- 
presses on  the  operating  personnel  that  the  internal  audit- 
or is  a  representative  of  mana^,enent.    'VVien  the  operating 
personnel  iind  erst  a  nds  that  management  will  support  the  in- 
ternal auditor  both  as  to  hia  right  a  to  seek  out  facts  and 
to  review  and  take  action  on  the  findings,  the  operating  per 
sonnel  will  give  greater  cooperation  to  the  work  of  the 
internal  auditing  group. 


CHAPTER  IV 
THE  INTEPNAL  AUDTTING  DEPARTMENT 


Departmental  Ftmetiona 

The  original  functions  of  an  internal  auditing 
department  were  those  functions  related  to  the  verifica- 
tion of  accounting  transactions  designed  to  safeguard 
company  property  and  to  the  raalntainlng  of  established 
standards  of  aocoiinting.    '<^hlle  the  internal  auditor*  3 
duties  have  widened,  the  importance  and  need  of  proper  and 
continuous  attention  to  these  original  functions  have  not 
diminished. 

As  a  broad  survey  of  the  scope  of  the  functions 

of  the  Internal  auditing  department,  Peltzel  gives  the 

following  description: 

This  scope  and  range  of  the  work  of  the 
Internal  ai*51tor  is  broad*    Not  only 
does  he  audit  vouchers,  reconcile  bank 
accottnts,  confirm  accounts  recelvaMe, 
verify  inventories,  check  many  other 
transactions,  but  In  addition,  he  is 
called  upon  to  appraise  properties  and 
make  other  Investigations  for  the  deter- 
mination or  preservation  of  company's 
interest.    On  many  occasions,  the  auditor 
la  charged  by  management  with  delicate 
missions  requiring  the  utmost  tact  and 
diplomacy.    There  are  many  times  when  he 
is  the  accountant,  the  appraiser,  the  In- 
spector, the  adjuster,  the  pioneer  In  a 
new  district.    His  sneclal  aasignments 
are  in  such  variety  that  no  general 
description  of  them  can  be  given.  (1) 

(1).  P.S.Heitzel,"Modem  Internal  Auditing", 

Internal  Auditing  a  New  ganagem ent Technique . 
Stamford,  Conn:  BrocFTS  Wa  11  ston ,  1943 ) , p .9 . 


The  basic  functions  of  business  my  be  grouped  into 
four  main  types;  directive,  operative,  service  and  control. 
The  definitions  of  internal  auditing  as  given  in  the  earlier 
chapters  definitely  Dlaces  the  work  of  the  internal  auditing 
departrnent  in  the  category  of  a  control  function. 

The  control  function  may  be  broken  down  into  four 
basic  elewenta#    These  are: 

1.    Well  establi'^hed  and  clearly;  written  pre-detei*mined 
objectivea, 

2«    "ritten  procedures  which  specify  the  manner  the  object- 
ives will  be  obtained  and  placing  the  responsibility 
for  their  attainment. 
3.    Standards  of  performance  should  be  pre-determlned  for 

ea<3i  step  of  the  pi^scedures. 
4*    Appraisals  to  be  used  to  detemine  whether  results  have 
been  up  to  standards  and  whether  the  action  has  been 
taken  according  to  the  procedtires. 

The  internal  auditing  function  is  involved  with 
all  four  elements  listed  above.    Its  relation  to  the  first 
three  ftmctions  is  throu.-^  appraising  the  written  procedures 
and  rf»commendlng  improvements  in  the  procedures  and  stand- 
ards as  an  aid  in  achieving  the  pre -determined  standards. 

However,  it  is  in  connection  with  the  fourth 
element,  the  appraisal  function,  where  Intemal  auditing 
can  be  of  the  greatest  service.    The  internal  auditor 
appraises  the  results  against  pre-determined  standards  of 


performance  for  the  attainment  of  pre-determlned  objectives 

In  accordance  with  the  written  nroceiures. 

Brink  breaks  the  major  control  reaponslbllities  of 

the  Internal  auditing  denartment  into  six  broad  functions. 

These  functions  are: 

1«    Activities  dealing  with  compliance 
S»    Conservation  of  resources 
3.    Verification  and  analysis  of  data 
4*    Appraisal  of  Procedures  and  allied 
matters 

6«    Training  and  other  aids  to  company 

personnel 
€•    Miscellaneous  services,  (1) 

The  functions  dealing  with  compliance  irialces  the 
Internal  auditor  responsible  for  investigation  of  the  apnll- 
catlon  of  and  adherence  to  established  policies  of  the 
company.    The  function  of  appraisal  of  compliance  by  oper- 
ating imlts  makes  the  internal  auditor  responsible  for  being 
thoroughly  familiar  with  both  the  basic  company  policies  and 
the  various  functional  operating  procedures.    The  Internal 
auditor's  knowledge  should  ciuallfy  him  to  appraise  the 
effectiveness  of  policies  from  an  over-all  ^'iewpolnt  of  the 
company  as  a  whole.    He  should  be  able  to  recognize  all 
violations  and  bring  them  to  the  attention  of  management. 
His  appraisal  should  be  constructive,  resulting  in  definite 
reccTmendations  for  the  necessary  iT.nrovement  or  modifica- 
tion of  policies  and  procedures  needed  to  meet  changing 
condit  ions. 


(IV    Victor  Z.  Brink,  Internal  Ay^itlng,  (Hir 
York:     Ronald  Press  ^o. , 1941) , o.  22. 


Tn  recent  years,  dve  to  the  Increase  of  govern- 
mental re.ulationa,  the  reapona Ibil Ity  of  Investigating  com- 
nliance  with  governTnental  laws  and  d  irectlves  of  various 
agencies  has  been  added  to  the  internal  auditor's  functions. 

Investigations  of  coHinliance  with  the  established 
organizational  at  nocture  should  ooTne  within  the  scone  of  the 
internal  auditing  function.    Even  when  Ihis  resnonsibllity 
is  not  specifically  r)3aced  on  the  internal  auditing  depart- 
ment, the  internal  auditor  shpuld  determine  that  the  defined 
responsibilities  and  limits  of  authority  are  being  adhered 
to  as  a  part  of  every  audit.    In  cases  where  conflicts  of 
authority  are  discovered,  the  internal  auditor  should  re- 
commend changes  or  clarification  of  responsibilities  that 
are  needed  in  the  interest  of  efficient  operations. 

The  second  major  function,  the  conservation  of 
assets,  covers  the  prevention  of  wast©  of  assets  through 
regular  operations,  the  detection  of  frauds  and  dishonesty 
of  all  kinds  and  the  prevention  of  losses  throu^^  mishand- 
ling of  external  transactions. 

The  Internal  editing  department's  responsibility 
for  the  detection  and  prevention  of  fraixis  and  dishonesty 
is  often  over -emphasized  in  the  minds  of  the  average  person 
into  being  the  sole  objective  of  auditing*    This  responsib- 
ility should  be  considered  as  only  a  minor  portion  of  the 
internal  auditor's  entire  responsibility.    Auditing  activ- 
ities have  definite  limitations  in  prevention  art!  detection 
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of  fraudulent  transactions.    From  a  oost  standpoint,  fraud 
detection  Is  only  oractlcal  to  a  reasonable  degree.  The 
modern  concepts  of  Internal  auditing  antS   its  responsibility 
relative  to  internal  control  nlaces  the  emphasis  on  fraud 
prevention  rather  than  fraud  detection. 

Losses  in  value  of  company  assets  raay  result  from 
inefficient  handline;  of  receivables,  imnroper  care  of  mer- 
chandise and  operating  supplies,  itnnroper  protection  of 
fixed  assets,  and  In  any  other  inef f iciendtea  which  raay 
develop  out  of  c^efective  methods,  routines  or  nrocedurea. 
It  is  the  function  of  the  internal  auditing  department  to 
recognize  all  sources  of  Toonetary  losses  to  the  company  and 
to  recommend  ways  of  stopping  the  losses. 

The  conservation  of  assets  includes  the  function 
of  protecting  the  company's  Interest  in  all  transactions  wi-|h 
parties  outside  the  organization.    This  function  may  include 
such  operations  as  seeing  that  sales  are  properly  billed  or 
that  the  services  or  materials  purchased  by  the  company  lives 
up  to  procurement  specifications.    Pelatlonshlp  covered  by 
contracts,  royalty  agreements  and  leases,  should  come  under 
the  auditor's  investigation  in  order  t>m  t  the  company's 
interests  be  protected  in  the  interpretation  and  observance 
of  the  contracts. 

The  third  function  or  responsibllit^r  of  the  in- 
ternal atxiitlng  department.  Is  the  verification  and  analy- 
sis of  data.     Since  management  bnses  Its  decisions  on  the 
data  famlahed  by  the  vari  oiis  departments,  it  is  Important 


that  the  data  he  accurate  and  analyzed  to  be  of  the  rreat- 
est  use  to  management.    The  function  of  analysis  of  data  by 
the  internal  auditing  denartment  Includes  the  service  of 
intemretdtlon  of  trends  and  high  lights  for  inanage^ent^a 
benefit.    The  Internal  auditor's  contract  between  the 
acco^Antlng  source  and  the  mamgement  function,  who  la  to 
use  the  data,  places  him  In  an  especially  Ideal  nosltlon  to 
present  the  data  so  that  the  facta  of  the  reports  will  not 
be  obscured  hj  the  details  and  to  nBke  recoTnmendatlons  based 
on  the  figures. 

It  is  In  the  field  of  verification  that  the  intern- 
al auditor  comes  into  contact  with  the  outside  auditor. 
Many  companies  have  working  arrangements  whereby  part  of  the 
detailed  verification  and  valmtion  of  assets  is  performed 
by  the  Internal  auditor  in  accordance  with  a  program  estab- 
lished by  the  outside  auditor.    It  Is  then  the  functic»i  of 
the  internal  auditing  denartT!ient  to  cooperate  fully  with  the 
outside  auditor.    '*hile  the  work  of  the  internal  auditor 
supplements  the  work  of  the  outside  auditor,  it  sho^Jld  be 
understood  that  it  does  In  no  way  supplant  it. 

The  function  of  the  Internal  auditing  department 

of  appraising  the  procedures  and  allied  matters  overlaps  to 

some  extent  the  functions  of  appraising  the  activities  of 

compliance.    However,  appraisal  also  includes  the  function 

of  making  constructive  suggestions  or  revisions  of  procedures 

resulting  from  the  detection  of  weaknesses  or  deficiencies 
in  the  procedures  or  policies.     In  most  Instances,  the 


Internal  auditor  ia  not  quali.f5.ed  to  develor)  procedures  out- 
side of  the  field  of  financial  control,  but  his  services  can 
be  used  to  advanta^^e  in  the  factual  investigation  of  the 
ef f ectiveneag  of  the  procedures. 

The  internal  auditor  should  be  well  versed  in  all 
of  the  nhaaes  of  coraT»ny  nolle  ies  and  plans.    Since  the 
scope  of  the  work  of  the  internal  aixiitlng  department  takes 
the  auditor  into  contact  with  all  departments,  he  should  be 
well-qualified  to  fully  camtjly  with  the  functions  of  training 
and  f\u»nl3hing  other  aids  to  company  personnel #    He  should 
be  well-qualified  to  explain  and  interpret  current  policies 
and  practices  to  the  indiviciiala  with  whom  he  conjes  into  con- 
tact during  the  course  of  hi  a  work,    ^ince  the  internal  aud- 
itor's work  is  c oranany-wide,  his  functions  of  training  em- 
ployees would  include  the  notification  of  the  employees  of 
the  various  departments  of  new  and  more  efficient  practices 
that  may  have  been  initiated  in  other  units  of  the  coinnany. 

The  functions  of  perforrrilng  miscellaneous  services 
will  vary  between  organizations.    This  service  may  include 
special  investigations  or  analyses  for  mnagement.     It  may 
include  the  performance  of  special  co-ordination  work  be- 
tween the  various  departments,  units,  or  plants.    For  the 
most  part,  these  miscellaneous  services  take  the  form  of 
direct  aids  to  management*    1*he  types  of  services  rendered 
will  depend  on  the  desires  of  the  mamgerial  group  and  the 

qualifications  and  status  of  the  Individuals  who  compose 
the  Internal  auditing  grouD. 


Internal  And  Itlng  ^taff 

The  services  rendered  by  the  Internal  aiiditlng  de- 
partment varies  in  direct  proportion  to  the  qiialitive  and 
quantitive  make  up  of  the  internal  auditing  department. 

However,  no  matter  how  large  or  how  well-qualified 
the  internal  auditing  department  may  be,  it  will  not  ftilly 
succeed  in  accomplishing  its  objectives  unles'^  it  is 
motivated  by  a  proper  viewpoint  of  its  place  In  the  corpor- 
ate organization*    The  members  should  consider  themselves 
as  an  arm  of  management;  with  their  prime  objective  to  aid 
management  to  achieve  the  objectives  of  the  organization. 

A  great  many  internal  auditing  departments  have 
been  initiated  at  the  suggestion  of  the  outside  auditors. 
In  many  casea  the  department  was  built  around  a  man  or  a 
group  of  men  who  had  received  their  training  in  public 
accounting • 

Current  practices  with  regard  to  adding  new 
members  to  the  Internal  auditing  staffs  vary  greatly.  At 
one  end  of  the  scale  are  those  %tio  advocate  obtaining  a ixH it- 
lng talent  solely  frow  outside  the  organization.    The  argu- 
ment put  forward  in  surport  of  this   stand  is  that  me  i  from 
the  line  organizations  are  not  suitable  for  internal  a\3dlt- 
ing  because  they  do  not  have  and  do  not  readily  acquire  the 
auditing  viewpoint.     It  is  said  that  men  from  line  ori^aniza- 
tions  ai:»e  too  disposed  to  waive  minor  departures  from  company 
Instmctions  as  being  immaterial.     It  1:^  further  argued 


that  they  have  a  atron    tendency  to  tse ss  loosely  controlled 
iroutlnes  In  the  mme  of  npactlcablllty ,  and  In  general  they 
are  more  impressed  with  standards  of  production  than  with 
standards  of  Inspection • 

At  the  opposite  extreme  of  this  thinking  in  re- 
gards to  the  best  supply  for  future  members  of  the  internal 
auditing  staff,  are  those  who  Prefer  to  obtain  all  of  the 
auditing  candidates  from  other  departments  of  the  company. 
They  argue  that  by  recruiting  from  within  the  company,  they 
are  able  to  obtain  people  who  understand  the  company »3  or- 
ganization and  problems.    They  also  argtie  that  they  are  also 
able  to  obtain  men  who  have  a  broader  viewpoint  than  that  of 
the  traditional  auditor,  with  little  or  no  operating  exper- 
ience, who  is  apt  to  be  overly  meticulous*     It  is  further 
felt  that  a  better  knowledge  of  his  work  and  judgment  of  his 
ability  i  •  available  when  a  man  who  is  already  in  the  com- 
pany is  TDlaced  in  the  aullting  organization • 

In  speaking  of  recruiting  future  internal  audi- 
tors from  within  the  company,  ^»  ^»  Lipscomb  makes  the 
following  observational 

In  the  interest  of  company  men,  I  think 
that  it  would  be  -veil  to  Take  It  generally 
known  throughout  your  organization,  that 
there  are  certain  educational  anf^  technical 
prerequisites  to  be  met  by  Junior  internal 
auditors,  and  the  extent  to  which  these 
qualifications  may  be  acquired  by  ambitious 
ennloyees  on  the  jo''>  in  other  derartments. 
The  company  man  who  studies  after  working 
hours  to  acquire  these  qiTallf icatlons,  will 
come  to  yoi:i  with  the  best  kind  of  evidence 
of  initiative,  d eterninatlon  ?md  persistency, 
as  weflLl  as  with  a  working  knowledge  of  your 


company *s  operations,  (1) 

The  Internal  auditing  department  of  a  large  oil 
company  has  imde  It  a  practice  to  receult  outstanding  men 
from  the  accoiinting  and  operating  depa  rtrrjent  j?  regardless  of 
rank  or  salary  status,    A  definite  limitation  of  two  and  a 
half  years  has  been  nlaoed  on  the  time  that  the-^  will  spend 
in  the  internal  aiadlting  department,    -^^t  the  end  of  tl^it 
time,  these  men  a3?e  then  transferred  back  to  their  rxrevlous 
department  or  to  some  other  department  in  the  company.  The 
timing  has  been  arranged  so  that  the  Impact  of  the  transfers 
from  the  auditing  force  is  kept  at  a  minimum.    The  comt^any 
emnloys  direct  arid  vigorous  siinervlalon  over  the  auditing 
ereirs.    The  midltors  work  in  tea?ns,  with  each  member  edu- 
cating the  others  in  the  type  of  operations  related  to  his 
previous  exnerlence. 

This  company  states  that  the  high  type  of  men  they 
acquire  through  this  method  of  selection  are  enl^iusiastlc  at 
having  a  specific  period  in  ^Ich  to  gain  the  broad  addition 
al  training  gained  in  internal  auditing  work.  At  the  end  of 
the  two  and  a  half  years  of  a\i1itlng  work,  these  men  are 
eagerly  sougj^t  for  by  department  heads  throngho^Tt  the 
company. 

(2).    P.  B.  Lipscomb,  "The  i^electlon  and 
Training  of  Internal  Auditors", 
The  Internal  Auditor,  (i^eot ember, 
I5?4T,  p.  27. 


There  are  a  great  many  companies  that  use  both 
sources  within  the  comDany  and  sources  outside  of  the  com- 
pany  for  new  talent  •    They  feel  that  a  staff  composed  of 
both  elements  working  together  tends  to  compensate  for  the 
deficiencies  that  may  be  caused  by  obtaining  all  of  the 
candidates  from  one  'source. 

In  reporting  on  a  survey  of  practices  among  in- 
ternal auditing  departments  as  to  the  training  value  of  the 
work  for  personnel  from  other  departments,  Spioer  made  the 
following  comments: 

The  majority  of  the  companies  surveyed  felt 
n  necesn1.t:<r  for  provldin^j;  frecn.ient  exchanges 
between  auditing  an*^  other  organizations  of 
the  company  to  HTild  up  the  potential  value 
of  the  Individual-  and  generally  felt  that 
they  could  probf^bly  do  more  than  they  are  now 
doing  along  this  line.    There  Is  apparently 
a  natural  str^iggl^  between  the  desire  to  pro- 
duce a  hlgjier  type  of  employee  for  the  company 
as  a  r'hole  (reco^iizlng  the  value  of  the  in- 
ternal auditing  as  a  training  groung)  and  the 
sense  of  responsibility  of  doing  an  effective 
audit  job  with  an  experienced  and  stable 
force*  (1) 

In  the  same  survey  of  Internrl  a^jditing 

practices,  Mr»  Spicer  Inauired  as  to  the  number  of  nembers 

that  were  on  the  staff  actively  engaged  la  auditing*  The 

survey  made  of  el^jit  companies  showed  thftt  the  average 

staff  had  about  one  a-'jdltor  for  every  1000  employees*  A 

traditional  mle  of  thiamb  is  often  cited  wl-lch  says  that 

there  should  be  one  auditor  to  every  thousand  personnel. 


(!)•    T.W, Spicer,  "A  ??urvev  of  Internal  Auditing 

Practices".  The  Internal  auditor,  (June. 
1949),  p.  IfiT  '  • 


Mr.  J^rjlcer  renarke'i  than  he  gr^ecilRted  as  to  whether  the 
knov/lsdge  of  this  m^perficlal  ratio  3et  ud  by  this  rule  of 
th\jmb  rmj  not  have  unoonscloualy  oeen  an  Influence  in  tJie 
deterinlnr.  tlon  of  the  size  of  the  au-lit  force  in  'iome  cases. 

It  in  felt  that  sixch  an  arbitrary  ratio  should 
not  be  used.    The  internal  auditing  grouns*  place  In  the 
organizational  structure,  the  scope  of  the  Internal  audit- 
ing re sr»on Sibil ity,  ond  the  type  of  operations  varies  to 
such  a  great  extent  between  companies,  and  plays  such  an 
important  part  in  d  e terming  the  staff  needs  that  no  iron- 
clad rule  can  be  made.     It  is  further  felt  that  qualitlve 
element  of  the  staff  also  plays     part  in  determining  the 
nur*)er  of  men  needed.    A3  a  result,  it  appears  lhat  the 
number  of  auditors  in  each  department  wust  of  necesEity  be 
detennined  on  the  spot  with  due  regards  for  all  the  condi- 
tions that  have  a  bearin-;  on  the  decision. 

Staff  Personnel  'ojal  if  i  cat  ions 

The  job  description  for  an  internal  aud* ting  staff 
may  be  divided  into  two  or  three  levels.     In  cases  where 
there  are  three  levels,  the  .^obs  are  classified  as  Junior, 
semi-F^en^or  and  ^enior  Aufiitors.    On  staffs  where  only  two 
classifications  exist,  the  semi-senior  classification  is 
oi!iitted  and  the  higher  classification  is  often  given  the 
title  of  auditor. 

A  typical  examnle  of  tho  job  description  for  a 
Junior  Auditor's  position  in  a  company  which  maintains  only 


the  Junior  Auditor's  tJosltlon  in  a  company  which  maintains 
only  the  Junior  and  the  Senior  Auditor  classification  Is 
given  belo?v'  • 

The  Junior  Auditor,  under  the  giildance  of  an 
aixiltor,  examines  the  raore  routine  accounting  procensea, 
books  and  records  prepared  by  accountants  and  clerical 
workers  In  the  ar.slgned  plants  and  offices  to  verify  the 
accurac and  adequacy  of  entries  in  the  books;    he  Investi- 
gates errors  and  discrepancies,  questioning  others  on  rnatters 
where  the  fhcts  or  records  are  not  gubstantlated ;  and  reports 
the  facts  disclosed,    ile  reviews  the  findings  ard  cotti  ents 
pertaining  to  plant  examirB  tlons  wit>i  the  auditor  for  In- 
clusion in  the  consolidated  plant  audit  report* 

For  appointment  to  the  position  of  Junior  Auditor, 
the  average  job  description  gave  the  educational  reqniremmts 
as  that  of  a  college  degree  with  a  maior  in  accounting. 
The  experience  requirement  is  set  at  one  year  as  a  .junior 
accountant  in  a  plant  or  a  related  field  of  pctlvity.  The 
typical  job  descriutlon  states  that  a  year  and  a  half  Is 
needed  to  gain  proficiency  on  the  ,iob. 

In  estimatin,'^  the  breaMown  of  the  tine  snent  by 
the  junior  auditor  on  the  various  ma  jor  ^ictlvltie  the 
listing  shown  In  Table  2  is  given: 


Table  2 


Anal 3^3x3  of  'Time  -pent 
By  Junior  Ayydltaf 


Activity 


Estimated  ^'ercentage 
of  Tin©  ^p*?nt 


Examination  3 
Anal  y  53  is 
Interviews 

Peports  and  Kecommendat ions 


Total 


70< 
10 
10 
10 


A  typical  example  of  the  decriptlon  of  the  duties 
of  an  aiiditor  ia  aet  forth  as  follcwaJ 

He  examines,  analyzes  and  criticizes  hooks,  record 
or  accounting  methods  in  assigned  offices  and  plants;  he  in- 
vestigates receipts,  warrants,  vouchers,  authorizations  and 
other  evidence  supporting  the  entries  In  thB  books;  he 
quest! cms  others  on  matters  where  the  fact^  on  recornla  are 
not  substantiated*    He  prepares  re-norts  with  supporting  ex- 
hibits and  schedules,  setting  forth  facts,  findings  and 
comments  regarcSlng  audita*    He  nmkes  recommendations  which 
will  be  of  assistance  in  determininf-  Dolicies  and  procedures 
to  be  adopted  in  meeting  situations  revenled  b  r  audits  or 
in  Improving  records  and  accounting  methods.    He  directs 
jtinlor  auditors  in  mking  nlant  audits. 


position  of  a  Senior  A^iditar  is  two  and  a  half  years  as  a 
Junior  Auditor. 


The  experience  requirement  needed  to  attain  the 


The  breakdown  of  tho  percentage  of  tlsm  spent  on 
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the  variouis  elements  of  work  by  the  Senior  Aix^ltor  Is  set 
forth  in  Table  3: 

Table  3 

Analysis  of  Time  Spent 
Senior  Aiidl  tor 

Estimated  Percentage 


Activity  of  Time  Spent 

Examinations  50€ 
Interviews  10 
Analysis  15 
Reports  and  Kecoirmjendationa  20 

Personal  Aclnini  at  ration   5^ 

Total  "1^^ 


While  the  above  job  descriptions  nlace  the  greatest 
emnha^ls  on  ai^aitin^^,  th/?  accoiintin?^  records,  the  internal 
aiiditor  is  sn.nposed  to  naintaln  fi  vewpoint  of  critical  anprafe- 
al  of  all  ele?nents  of  Tnanage^nen t  wllh  which  he  cornea  into  con» 
tact.    The  procesn  of  expanding  the  scone  of  the  auditor* s 
work  is  a  contlmiotifJ  operation. 

As  the  dutle?;  of  the  internal  auditor  has 
broadened,  so  has  the  ciialif ications  needed  by  the  internal 
auditor  broadened,    Tn  the  nast,  the  internal  auditor  tsls 
looked  upon  as  a  nemlses  of  managenent  whose  only  lob  was 
the  finding  of  errors  in  the  clerical  worV  of  others. 

The  internal  aijditor  is  priTnarily  a  representative 
of  management.     It  Is  up  to  him  to  do  e  lot  of  \inof f  1  clal 
helning  with  all  kinds  of  OT>eratin{^  problems  as  well  as 
makin*^  official  reports  throvi^  proper  channels.     In  ref^ard 


to  the  internal  aiif?  iter's  fimcition  of  cooperating  with  per- 
sonnel in  other  departments,  Lioscomh  states: 

His  working  relationshir*^  wit2i  other 
people  are  much  closer  th.soi  thoie  of 
the  general  accountant*    As  a  direct 
representative  of  management,  he 
assumes  executive  responsibility  for 
the  anooth  working  of  the  organization- 
If  he  is  rjroperly  trained,  his  work 
should  l  e  like  so  much  lubricating 
oil  on  the  operating  machinery.  Tf 
he.  lsn*u,  it  may  be  like  so  rmich 
sand*  (1) 

In  selecting  men  for  internal  auditing,  the  head 
of  the  internal  auditing  department  should  aim  to  recruit 
men  vi/ho  are  best  qualified  to  carry  out  the  various  functions 
of  ttie  departr^ient  in  such  a  way  that  Tr^n'ic^emenfc  will  be 
given  the  best  service  possible*    He  saiouild  «itrive  to  sel- 
ect alert  personnel  ^o  are  not  afraid  of  hard  work  and  ^ho 
are  honestly  desirous  of  learning  iShe  business  they  are 
auditing. 

In  writing  on  the  selection  of  cnndidat^s  for  in- 
ternal auditing,  ?4r*  B*  B.  Mathlas  lists  the  necessary  qual- 
ifications for  the  prospective  internal  auditor  as  follows: 


!•  Basic  educational  background 

2.     .Speed  in  simple  laa thematical  calculations 

a  great  recspect  for  'mathematical  accTiracy 
5*    A  teraperarment  that  will  permit  him  (or  her) 

to  enc;:age  In  detailed  work  without  loss  of 

Interest 

4«  WllllngneTS  to  stand  the  gaff  of  exacting 
personal  work  when  necessary 


(!)•    P.  D*  Lipscomb,  "The   -^election  and  Train 
Ing  of  Internal  A^^i iters".  The  Internal 
Auditor,   (  ept ember,  1944),  p*  ^9". 


5,  Accurate  and  rapid  analytical  ability 

6,  Ability  to  exrrea'^  I'^ea  55  In  a  concise 
and  understandable  nawier 

7,  Imagination 

8»  Fearless  honesty 
9»  -"^ound  jndgir.ent  (!) 

Ut*  iSathlas  pointed  out  ttiat  no  attempt  waa  made  • 
list  the  above  qualifications  in  the  order  of  their  import- 
ance. 

As  a  basic  educational  background,  the  internal 
auditor  ^oaild  have  a  thorou^  grounding  in  accounting.  In 
addition  to  accounting,  he  sdiould  have  a  good  knowledge  of 
manag©nent,  organization,  inriustrial  engineering  and  per- 
sonnel.   To  round  out  his  background,  the  auditor  should  be 
acquainted  wl th  such  subjects  as  economics,  marketing,  bus- 
iness law,  corporation  finance  and  the  history  of  busljiess. 
The  pvirpose  of  a  broad  academic  background  la  to  provide 
basic  knowledge  and  to  increase  the  individual's  capacity 
to  understand  and  correlate  the  elenents  of  the  business 
activities  with  which  he  comes  in  contact. 

?lnce  the  work  of  the  internal  auditor  is  the 
appraisal  of  work  done  by  the  operating  demrtments  of  the 
company,  the  personality  factor  is  very  important.  The 
success  of  f^e  internj^l  auditing  program  within  a  company 
will  depend  largely  on  the  tact  and  imagirjn  tion  of  every 

(l\  D,  ?.  Mat  las,  "The  "^election  arxl  Training 
of  Internal  Auditors",  Internal  Auditing 
^  ^Qg^-'^'or  Appraigp.1" ,   (New  Yorkl  The 
Institute  of  internal  Auditors,  Inc.  1947), 
p.  52. 


mentoer  of  the  Internal  auditing  staff.    The  oualltles  which 
directly  concern  the  Internal  auditor's  relation  with  other 
peotile  must  be  a  prime  consideration  in  the  selection  of  the 
Internal  auditor. 

The  qual  If Icat lon?<  ?^lch  have  a  direct  bearing  on 
the  Quality  of  the  work  of  the  internal  auditor,  is  his 
ability  or  inclination  in  the  field  of  analysla  and  invest- 
igation.   He  must  possess  an  analytical  sense  in  order  that 
fig\3res  can  be  visualized  in  relation  to  the  events  and 
current  realities  they  represent.    He  sti  ould  have  sound 
Judgment  along  with  his  analytical  ability  in  order  to  eval- 
uate the  various  factors  involved  in  the  Investlga'- Ion  and 
in  order  to  wei^  their  significance  and  determine  their 
order  of  marnitute. 

Helationshlps  of  Internal  A  ^d  Itlng  Department 

As  noted  above,  the  internal  auditor  should 
possess  a  wide  background  of  knowledge  of  company  affairs 
and  a  wide  acquaintanceship  among  the  opsratlng  personnel. 
This  acquaintance  shin  can  be  built  up  only  throu^  oromotlng 
proper  relations  with  the  people  with  whom  he  comes  into 
contact.    During  the  day-to-day  dealings  with  the  personnel 
of  the  various  departments,  the  internal  auditor  must  assume 
the  role  of  accountant,  auditor,  diplomat  and  salesman.  He 
should  be  fully  capable  of  carrying  on  an  understandable 
discussion  regarding  the  job  of  every  man  with  whom  he  comes 
Into  contact.    He  ^oald  constantly  be  aware  of  the  all- 


Impoptarifc  happenings  of  the  organization  ant?  should  constant 
ly  attempt  to  broaden  the  swore  of  his  kno'^^;  ledge  hy  appropri 
ate  Info iwat ion  seeking, 

Kvei*y  contact  made  by  a  member  of  the  internal  aud 
Iting  staff  should  gain  friends  and  instill  Tautnal  respect 
between  the  denartments  involved.    In  making  trips  to  outly- 
ing plants,  the  Internal  auditor  *iould  foster  friendly  re- 
lations with  all  the  personnel  with  whom  he  comes  into  con- 
tact*   ?'any  large  corporations  have  been  built  as  the  result 
of  combinations  of  several  independent  industrial  units.  In 
sueh  cases  the  Chief  AirSltor  and  his  staff  are  In  an  ideal 
position  to  aid  the  over-all  control  of  management  by  pro- 
moting the  comoany-wide  viewpoint,  thus  over-coming  section- 
al jealousies.    The  internal  auUtor's  work  of  reviewing 
the  records  and  the  methods  of  compiling  data  can  be  an  im- 
portant factor  in  instituting  standardization  of  company's 
proce-^res  and  methods. 

In  speaking  of  dealing  with  the  various  operating 

divisions  of  the  company,  i/r.  P.  B.  Nicholson  stresses  the 

Importance  of  tact  and  diplomacy  in  all  relationships  by 

making  the  following  observations: 

The  auditor  ahotild  keep  in  mind  that  he 
must  at  times  be  willing  to  comprx>mise. 
For  example:    H©  has  30  recotrenendations 
to  make,  5  of  which  are  major  control 
factors.     It  is  absoltitely  necessary  that 
these  5  controls  be  established}  however, 
the  remainder  are  comparatively  minor. 
It  would  be  well,  therefore,  to  approach 
these  recorrmiendations  in  such  or^er  as  to 
permit  sorae  of  the  minor  i::>oint8  to  be 


allowed  so  that  when  the  major  problems  are 
presented  the  auditor  ^11  have  already 
established  the  spirit  of  compromise.  Gen- 
erally, the  plant  manager  will  then  agree 
to  the  major  recommendations.  (1) 

The  Internal  atjr!  Itor  *ioiild  keep  uppermost  in  his 
ralnd  In  all  dealings,  that  he  is  performing  a  staff  function. 

His  responsibility  entails  making  certain 
recommendations  that  he  may  consider  necessary  as  the 
results  of  his  review.    However,  he  does  not  possess  the 
line  autaiority  to  force  the  acceptance  of  these  recommend- 
ations.   His  attitude  should  be  that  of  constrictive  apprais~ 
al,  and  his  recommendations  should  be  of  ?!ufficient  worth 
that  the  operating  personnel  will  clearly  see  the  value  in 
accepting  them*    Quite  often  the  tact  of  the  internal  audit- 
or Is  severly  tested  when  he  Is  trving  to  correct  conditions, 
which  he  considers  to  be  inefficient  or  wrong.    In  this 
connection,  Nidiolson  says: 

If  a  major  change  is  contested,  he  must 
not  permit  himself  to  attempt  to  force 
the  issue,  but  sho^^M  tactfully  indicate 
that,  under  the  clrc\3mstance5?,  top  man- 
agement's decision  be  reqjeated,  which 
would  mean  presentation  In  the  report  of 
the  difference  of  opinion.    But,  regard- 
less of  the  importance  of  the  recommend- 
ation, the  auditor  *L0uld  not  permit 
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the  discussion  to  become  heated*  (1) 
The  Internal  auditor  sho^ild  be  considerate  and 
courteous  at  all  tlrnes.    He  should  not  .iumr>  to  conclusions 
nor  show  exultation  \vhen  errors  are  fbund.     The  results  of 
all  examinations  should  be  kept  confidential  and  discussed 
with  only  the  head  of  the  depsrtinent  being  audit eri,  in 
presenting  his  findings,  the  internal  auditor  should  make 
everv  attempt  to  rr event  anyone  from  being  held  up  to 
ridicule  or  embarrassment. 

The  internal  auditing  staff  must  base  their 
dealings  with  other  departments  on  a  firm  fbi  ndation  of 
human  relations.    The  internal  auditor  should  constantly 
remember  that  his  T5rime  resnonalb  ility  is  to  see  that  the 
policies,  procedures,  and  methods  are  being  followed  along 
the  lines  lair!  down  by  management.    TTe  should  consider  this 
so-called  policing  function  in  the  light  of  what  corrections 
can  be  made  to  aid  top  management  in  achieving  its  object- 
ives, rather  than  In  the  li^^t  of  finding  errors  for  the 
sake  of  discrediting  an  individual  • 

The  relations  of  the  internal  auditor  to  the  other 
departments  is  that  of  a  salesman.    '•^*he  internal  auditor 
must  be  constantly  selling,  not  forcing,  the  correct  pro 
cedxires  to  the  other  departments. 

(1>    ?•  B.  Nicholson,  "The  Relationship  of  the 
Internal  Auditor  to  Other  Members  of  the 
Organization"^  Internal  Aud  iting  A  Post- 
war Appraisal  ,  (institute  of  Internal 
Auditors,  Inc.,  ^^ew  York:  1947),  p.  21. 


CHAPTER  V 

APPRAISAL  OF  POLICIES  AND  PROCE^ffES 

Administration  should  proceed  accordin    to  pol- 
icies and  methods  set  forth  by  the  various  phases  of  man- 
agement.   In  a  large  entertDrise,  the  qtiantity  of  rolicies 
and  procedures  attain  a  considerable  proportion.    For  the 
administration  function,  they  act  as  guide  posts  in  the 
same  manner  a  a  specifications  do  for  the  fabrication  of  a 
product.    The  establishment  of  nolicies  and  procedures  is 
Intended  for  the  nromotion  of  effective  administration.  In 
proDortion  to  the  faili  re  of  the  members  of  the  organlz-.tiori 
to  oib serve  these  nolle ies  and  proce^^ires,  the  effectiveness 
of  the  organization  is  impaired.     It  is  the  responsibility 
of  f^very  snDervisor  to  see  that  those  to  whom  he  has  deleg- 
ated responsibility  observe  the  established  procedures  and 
policies  affecting  their  narticular  field  of  operations. 
However,  supervision  will  suffer  falltires  from  tlme-to-time 
and  from  place-to-place.    Aa  a  result  of  these  failures,  it 
is  often  necessary  to  overcome  the  defects  of  supervision 
through  the  establishment  of  an  Jjideoendent  appraisal  agency 
to  review  the  operations  and  to  see  that  all  of  the  policiea 
and  procedures  are  being  observed. 

In  writing  of  the  need  for  a  way  to  correct  the 
defects  that  often  arise  in  the  supervision  function,  ?ir. 
Alvln  Brown,  Vice -^resident  of  Johns  ?toville  states  s 


Hie  t)rinclml  executive  or  his  chief 
deputies  ml^dit  t^akr.  provision  for  a  w.m- 
ber  of  resnonsl.'bllitles  to  observe  the 
manner  of  execution  of  Policy  and  method 
affecting  this  or  that  eletjient  of  admini- 
stration.   'A*he  possible  number  of  siich 
delegations  is  llTiited  cfiily       cost  snd 
by  the  requ  IreTnenta  of  siiDcrvls Ion .  In 
auditing,  ho^/ever,  there  Is  already  an 
eye  which,  by  the  nature  of  its  task,  is 
obliged  to  see  Into  tcany  iBrts  of  the 
enterprise.    Why  not,  rather  thsn  provide 
other  eyes,  direct  that  same  eye  into  all 
parts  of  the  enterprise.  (1) 

Mr.  Brown  points  out  that  it  would  be  impract- 
ical for  the  auditor  to  have  a  technical  training  in  all 
phases  of  the  business  with  ishich  he  comes  into  contact. 

However,  the  more  technical  operations  seem  to 
require  no  special  appraisal  agency  since  these  operations 
are  usually  quite  well  unified  and  are  under  olose  super-- 
vision  of  the  responsible  parties,    Moreover,  such  opera- 
tions can  be  regulated  by  certain  predetermined  standards 
and  gauges  as  the  operation  is  being  performed. 

As  pointed  out  above,  the  ma.1  or  control  problem 
confronting  too  management  is  seeing  that  the  established 
policies  are  properly  urvlerstood  and  carried  out  at  all  lev- 
els of  management »    The  problem  of  seciirlng  proper  compliance 
with  policies  and  procedures  is  related  to  ttie  size  of  the 
organization.     In  speaking  of  size  of  the  organization,  not 
only  *ould  the  financial  size  of  the  organization  be 


(IV  Alvin  Brown,  Organization  of  Industry, 
(TTew  York:  Prentice-Hall, '■Tnc;,''"I^4^) 
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considered,  but  also  the  complexity  of  otseratlons,  the  nature 
of  the  activities  Involved,  the  extent  of  the  geographical 
coverage  of  the  operations,  the  values  involved,  and  the  num- 
ber of  people  employed. 

The  reaponsibillty  of  the  Internal  auditing  staff 
in  the  field  of  policy  control  may  be  broken  down  into  three 
classes.    The  first  responsibility  is  to  check  on  the  dis- 
tribution of  information  on  policies  and  procedures  and  to 
see  that  such  information  reaches  all  executives  and  employ- 
ees concerned.    The  second  responsibility  is  to  review  and 
appraise  the  channels  of  information  to  determine  that  once 
the  personnel  concerned  receive  the  information  that  they 
understand  and  follow  the  policies  and  procedures.  The 
third  responsibility  is  that  the  internal  auditor  should  be 
constantly  alert  to  situations  vdiere  the  present  policies  are 
inadequate  and  recommend  the  corrections  he  believes  necess- 
ary.   The  internal  auditor  should  also  be  alert  to  operations 
not  covered  by  written  policies  or  procedures  and  make  the 
necessary  proposals  to  cover  those  operations. 

Appraising  Lines  of  Information 

During  1939  and  1940  the  Graduate  School  of  BuBln- 
ess  at  ?^tanform  University  made  a  research  study  of  the  man- 
agement practices  of  thirty-one  leading  industrial  corpor- 
ations.   The  corporations  covered  had  total  assets,  as 
sfliown  by  their  published  balance  sheets,  ranging  from  a 


little  less  than  |100,000,000  to  aTproxta  tely  t;900,000,000. 
The  number  of  emoloyees  ranged  from  5,000  to  70,000,  with  an 
average  of  around  27,000  employees  per  company.  (1) 

One  of  the  startling  discoveries  made  by  this  aur- 
vey  was  that  among  the  thirty-one  companies  studied,  only  a 
few  followed  ttie  practice  of  assembling  statements  of  com- 
pany policy  Into  a  nollcy  manual.    "  few  of  the  companies 
Issued  nollcy  declarations  in  bulletins,  general  Instruc- 
tion or  letters  from  too  management  to  the  executives  con- 
cerned.   Others  simply  passed  policy  statements  down  the 
executive  scale  by  word  of  mouth. 

These  findings  definitely  Dolnt  out  that  the  pro- 
mulgation of  policy  is  a  prime  problem  In  modem  business 
organizations.     It  further  points  out  that  the  tjroper  flow 
of  Information  has  not  always  been  recognized  as  a  necess- 
ity for  efficient  operations,  thus,  proper  raet^lods  for 
assuring  a  steady  flow  of  information  from  the  ^resident 
down  have  not  been  Instituted. 

In  reviewing  compliance,  the  internal  auditor 
should  first  determine  whether  the  avenues  of  Information 
are  open  ^o  all  departments.    They  should  make  recommend- 
ations to  management  on  ways  that  the  distribution  of  ool- 
Icy  may  be  improved.    One  of  the  best  ways  of  assuring 

(1).    Paul  E.  Hold  en,  Lounsbury  ?.  PI  ah, 
Hubert  L.  -tnlth.  Ton-liana  cement^ 

Organisation  and  ^ntroTpT^'^^^^o 
TTiTlIFarnia  i"  TTanfor'd  T^lverslty 
Press,  1948),  p.  Ix. 
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proper  distribution  of  policy  and  Drocerhire  Informs tlon  la 
to  reqiJlre  the  keeping  of  a  poliCT  manual  by  all  the  depart- 
ment heads  concerned.    As  a  part  of  everv  audit,  the  Intern- 
al auditor  ahould  ensure  hlmnelf  that  the  nollcy  mnml  of 
the  unit  or  denGrtment  being  audited  la  comnlete  and  thor- 
oughly up-to-date.    The  internal  auditor  should  Investigate 
all  cases  where  the  manual  is  not  In  agreer^ent  rlth  current 
Issues.    This  investigation  should  be  ma'^e  to  determine  wheth- 
er the  portion  of  the  manual  which  Is  not  current  has  reached 
the  depertment  head  concerned,  or  Mftiether  the  flow  of  inform- 
ation h^d  been  blocted  elsewhere.    In  cases  where  it  is 
found  that  the  infomatlon  had  never  reached  the  dep*»rtment, 
the  Internal  auditor  should  notify  ?«> nagement  of  this  break- 
down in  ttie  flow  of  Inforraation*    It  Is  mlj  through  this 
type  of  appraisal  that  raana^^ement  can  be  assured  that  all 
units  have  available  current  information  as  to  methods  and 
procedures. 

Surveying  Policy  Compliance 

In  order  to  maintain  proper  control  over  all  the 
functions  of  the  organization,  asnagement  must  have  some 
means  of  determining  the  extent  of  compliance  with  the  var- 
ious metJiods  and  procedures  which  govern  the  functions* 
Hon-comolianoe  is  often  the  result  of  a  misunderstanding  of 
a  rule  or  procedure.    If  the  surveying  or  reviewing  agency 
has  a  proper  background.  It  should  be  able  to  correct  all 
misunderstanding  of  procedures  as  they  arise.    The  training 


and  the  background  should  equip  the  Internal  auditing  staff 
so  that  it  can  be  the  unit  responsible  for  conmunicating 
top  management's  desires  by  aiding  the  various  departments 
in  correctly  interpreting  policies  and  nrocedures. 

In  speaking  of  comDliance  with  company  proced- 
ures, it  should  be  again  pointed  out  tiif?t  the  Internal  aud» 
itlng  group  does  not  normally  exercise  line  authority  over 
the  matters  or  the  proce'^ures  md  er  review.    In  liie  event  of 
non-compliance  with  existing  nolicies  or  procerlures,  the  in- 
ternal auditor  doe.i  not  have  any  authority  to  take  direct 
action  to  correct  the  f?epar tment  or  unit  in  error.    It  is 
the  responsibility  cf  the  inters  1  auditor  to  properly 
report  the  lack  of  compliance  of  the  unit  being  audited  to 
the  person  who  exercises  line  authority  over  the  imit. 

In  regard  to  the  agencies  used  for  appraising  pol- 
icy and  procedure  compliance,  the  survey  mad©  b^  the  ^'tanford 
University  Graduate  School  of  ^^uainess  found  that: 

None  of  the  companies  studied  seem  fx> 
have  hit  upon  any  Inclusive  scheme  by 
which  Policy  interpretation  or  com- 
pliance can  be  checked.    '^*here  monetary 
uffitters  are  involved,  the  atiiiting  staff 
is  the  natural  and  comr^only  used  agency, 
^ome  companies  go  further  than  this  and 
look  to  their  aiiditors  to  check  against 
Policy  violations  in  many  other  directions, 
such  as  prices,  credits,  discounts  and 
purdiases.  (1; 

The  subject  of  compliance  to  the  various  organi- 
zational and  opera tioml  procedures  may  be  divided  into 


"Ibid",  pp«  R?!-83. 


three  main  categories*    These  are:    Compliance  with  accoimt- 
Ing  procedures,  compliance  with  operf^tinr;  procedures  and 
compliance  v/lth  governmental  regulations  end  reoulrements. 

Since  the  aiaditlng  procedures  used  hy  the  Internal 
auditor  have  their  bases  In  the  field  of  accounting,  the  In- 
ternal auditor  has  a  prime  responsibility  for  reviewing  the 
compliance  by  all  departments  and  units  with  the  accounting 
procedures.     In  setting  up  a  system  of  Internal  control  for 
the  protection  of  company  assets  and  for  mana^ijerial  control, 
certain  routines  are  set  down  to  be  follows.     It  is  the  In- 
ternal auditor's  responsibility  to  see  that  these  routines 
are  being  followed  in  all  accou^iting  transactions.     It  Is 
the  Internal  auditor's  further  responsibility  to  report  to 
management  any  failures  in  the  routines  established  for  the 
maintenance  of  internal  control  and  to  recom'^end  means  of 
correcting  these  failures. 

Procedures  are  establl3>^ed  deslgnatlnp;  the  varloi^s 
individual  forms,  journals^  and  ledgers  to  be  used  so  that 
the  acoo^Jinting  system  will  function  in  the  desired  manner. 
The  final  summation  of  the  accounting  data  depends  on  all 
departments  following  the  same  procedures  and  methods  in  the 
manner  desired  by  management. 

V^aen  operations  are  spread  over  s  wide  geographic- 
al area,  the  chances  of  different  accounting  procedures  and 
methods  being  used  la  greater  than  when  operations  are  cen- 
tralized.   The  reliability  of  data  for  ccrinarlson  ourtioses 
Is  greatly  lessened  When  the  methods  of  compiling  the 


renorta  and   sbatementg  at  the  various  locations  arc  not  stand- 
ardized*    i'hc  internal  ai»ilting  department  is  In  an  ideal 
position  to  determine  whether  all  the  nnlts  are  complying 
with  the  starylard  procednres  and  to  renort  such  non-compli- 
ance to  management*    'line  internal  audit  denartment  is  the 
focal  ooint  for  all  of  the  information  obtained  by  the  in- 
ternal a-uditora  in  their  review  and  appraisal  of  the  various 
plants;  thus  a  company-wide  viewpoint  of  accounting  can  be 
obtained. 

Since  accounting  data  is  merely  a  record  of  opera- 
tions, the  verification  of  compliance  with  the  accounting  pro- 
cedures Is  often  related  to  the  verification  of  the  compliance 
with  procedures  of  a  distinctly  operating  nature.    In  speak- 
ing of  this  interlocking  relationship.  Brink  observes  the 
following; 

?/here  one  type  of  activity  ends  and  the 
other  begins  is  in  fact  difficult  to  say. 
For  example,  take  the  case  of  material 
renulsltlon.    This  form  la  a  part  of  the 
accounting  system  in  that  It  develops  a 
record  relative  to  the  Issiijance  of  mater- 
ial and  e  stablifdie  s  the  needed  accounta- 
bilities.    At  the  sane  time  the  Identical 
form  relates  to  operating  procedure  and 
general  factor^i^  operation.  (1) 

The  internal  auditor  should  have  a  fairly  broad 

knowledge  of  the  production  methods  of  the  company  since  he 

will  come  in  contact  with  activities  of  a  purely  onerating 
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nature.    In  cases  where  the  at^pralsal  of  the  operating 
functions  does  not  require  a  technical  lmc»r ledge,  the  in- 
ternal aiidltor  Is  expected  to  recognize  any  lack  of  com- 
pliance with  existing  procedures  and  pollcio^*    He  should 
report  such  non-cosnplianco  v/ith  operating  procedures  to  man- 
agement in  the  sarne  rmnner  as  non-compliance  with  accounting 
prooecures. 

Covemmental  regulations  of  private  enterprise  has 
Increased  so  ranldly  in  recent  years  that  comoliance  with 
these  regulations  is  becoTnlng  a  definite  nroblem  for  manage- 
ment •     *^ince  certain  of  the^e  reouire  the  aihni^tin/;^  of  many 
reports  to  the  variour?  aoverntientol  agencies,  internal  aud- 
iting hP.  2  a  rsrime  responslhll  ity  to  aid  rasnafriewent  in  com- 
plying v-dth  the  regulatlona,    'I*he  internal  auditing  respon- 
slhility  is  basic  in  tl^t  through  it  wamgement  must  be 
assured  of  the  accuracy  of  the  data  that  malkes  up  the 
reports.     In  the  process  of  atidit  Ing,  the  internal  auditor 
i^ould  be  constantly  alert  for  any  deviation  from  the 
requirements. 

During  ^'^orld  '"ar  II,  governmental  regulations 
entered  into  all  phases  of  operations  j  pr*oductlon,  finance 
and  personnel  work  were  all  re-ulated  to  a  great  extent* 
It  was  diirlng  those  war  yenrs  that  the  full  importdnce 
of  the  internal  audltinf^  function  In  assuring:  the  comnltance 
with  existing  regulations  ras  clearly  Impressed  on  management. 
Since  the  war,  the  internal  auditing  depfartment  he??  tiontinued 
to  play  a  major  role  in  the  important  function  of  ».'ss"Ci*'ing 


management  that  the  organization  is  oDe rating  within  the  law, 
and  that  the  statement s  s^fcrnitted  to  the  various  regulatory 
agwiciea  ere  accurate  and  convey  the  nroner  data. 

In  the  process  of  revlev?lng  procedures  an^?  policiea^ 
the  intemol  auditor  may  imcover  siti^itions  in  which  the  pro- 
cedures or  policies  set  by  tor*  Tnanagenent  are  not  annllcnble 
to  current  operating  condStlona.    ''Tien  auch  discoveries  are 
Eiade,  the  internal  auditor  should  recommend  changes  which  h« 
considers  necessary  in  order  to  bring  the  policies  or  t?o-. 
cedui'es  into  line  with  current  conditions.    The  comTDan7r-wide 
scope  of  tha  internal  auditor's  analytical  work  should 
place  him  in  a  g>od  Position  to  point  out  errors  in  existing 
procedures.    He  is  not  bound  by  the  narrow  confines  of  a 
departmental  viewpoint,  but  has  a  company  viecvpoint  whereby 
he  can  aee  the  effect  of  the  proceduire  on  individual  depart- 
mwits  as  well  as  the  net  effect  on  the  entire  company. 

The  internal  auditor's  work  by  established  nro- 
cedurea,  or  are  covered  b-^r  procedures  which  vnrv  from 
departrnent  to  departrsent.    Contact  with  such  situations  will 
often  bring  cut  the  need  for  b.  standardization  of  nolicies 
or  procedures  for  all  departments  and  units  of  the  organi- 
zation.   Once  ap.ain  the  internal  auditor's  background  of 
reviewing  all  of  the  operations  of  the  conpany  places  him  in 
a  position  to  point  out  the  best  procedure  or  policies  in 
use. 


Development  and  Installation  of  i>ocefh3.re3 

ll-iGro  In  some  difference  of  opinion  as  to  the  part 
the  internal  auditing  group  should  play  in  the  development 
and  installation  of  oompan:^  procedures.    One  sdtiool  of 
thotight  holds  that  since  the  Internal  auditor  Is  constantly 
at  work  critically  appraising  the  r^olicles  end  proce-^ures 
currently  in  effect,  he  is  the  Meal  man  for  the  development 
and  installation  of  new  procedures,    'Xhis  school  of  thou-rht 
further  states  that  the  internal  aud  it  or*  s  work  covers  all 
departments;  thus  he  is  in  a  position  to  best  .1udge  how  the 
installation  of  a  procedure  in  one  department  rill  affect 
the  operations  of  the  oiher  d e^^-rt-rienta^    They  further  ar^ue 
that  the  viewpoint  of  const  reactive  appraisal  '.i^iich  the  in- 
ternal auditor      ould  maintain  i^ives  him  the  oroner  outlook 
on  developing  and  installing  policies  and  procedures* 

The  opr>oi5ite  point  of  view  holds  that  if  the  in- 
ternal auditor  is  to  be  accented  as  an  appraiser  of  the 
efficiency  of  ^ethoda  and  procedures,  as  authority  indicates 
he  must  be,  tbere  is  a  contradiction  of  fact  between  the 
appraisal  vduty  and  any  dutien  he  mif^t  undertake  in  origin- 
ating procedures.    The  latter  point  of  view  seems  to  have  a 
greater  weijiit  of  logic  and  a  larger  number  of  followers  than 

the  former.    This  difference  in  vlev/point  as  to  the  duties 
of  the  internal  auditor  Is  discussed  to  a  greater  extent  in 

Chapter  VIIX  -  Installations  and   Impirove^nts  of  Accounting 
Systems . 
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CHAPTFir?  VI 
CONTBOL  0?  A  8  SET  1^ 

In  3tatln<^  the  resT)onsibilltle«?  of  the  Internal 

auditor,  one  of  the  major  nhaaef^  of  the  related  actlvitlea 

Is  stated  as  follows: 

The  Twotectlon  of  the  interests  of  the 
organlT! ation,  Inc lidding  the  pointing  out 
of  existing  def  icieno?.e s  to  nrovide  a 
basis  for  apnropri?te  corrective  action. (1) 

The  attainment  of  thi3  objective  involves  certain 
activities  which  make        the  work  of  the  internal  auditor. 
Th»  appraisal  and  review  of  the  control  of  assets  is  one  of 
these  major  activities. 

The  teriB  "Control  of  Assets"  is  used  to  indicate 
that  all  assets  are  properly  cared  for  an?  that  precautions 
have  been  taken  to  rxrevent  fraud  and  defalcation  as  far  as 
is  possible.    Ccmtrol  of  assets  aloo  covers  transactions 
with  agencies  outside  of  the  company  to  determine  that  the 
coTnr>«ny*3  interests  are  protected  at  all  tinea»    Tlius,  the 
control  of  assets  covers  all  dlvis?.ons  and  all  nhases  of 
operations  of  the  comnany. 

OoTOpany  policies  and  proce'^r-'res  are  established 
for  the  control  of  assets.     It  Is  only  through  full  com- 
pliance with  these  policies  and.  procedrres  that  the  resources 
of  tiie  company  can  be  properly  protected  and  accounted  for. 

(!)•  Stat^ent^  of  -:esr>onsibil_itl  e*'  of  the 

Tntorn^n  •'-iyri'For".~  The'~'Ih3tltiite  ofTnternal 
Tra'ltors^nrnc New  York:  1947). 


While  the  control  of  assets  io  baaed  on  oroper  forrmlatlons 
of  policies,  this  control  csainot  be  (guaranteed  unless  there 
is  a  frequent  review  and  appraisal  of  the  application  of  the 
established  policies  ami  procedures. 

Since  the  problen  of  a  saet  control  is  conpany-wide, 
the  acor)e  of  the  work  of  the  internal  auditing  group  makes  it 
the  logical  unit  to  appraise  t3ie  system  of  control  of  assets • 
The  internal  ei^dlting  function  does  not  replace  the  system  of 
internal  contr»ol  in  the  protection  of  assets,  r&ther  it  acts 
as  a  s->;pr^lement  to  the  established  system  of  cheeks  and  con- 
trolf? . 

The  two  tnaior  objectives  of  the  internal  auditing 
function  is  the  r?rotection  of  the  company *9  intereits  by 
first  iDointing  out  d<»f iriienc  les  in  operations  and.  secondly  by 
recompnda tions  of  changes  for  Improvetnent  of  the  oper>^-tions# 
Tlieso  tw©  objectives  involve  the  appraisal  of  all  phases  of 
oper*^tions.    Thus,  the  measure's  that  are  directed  at  assuring 
efficiency  of  current  ooeratlons  should  be  Interwoven  with 
the  syjitem  of  internal  control. 

The  problem  of  the  control  and  the  nrotection  of 
assets  will  be  trr-ated  under  the  following  main  groupings: 
fraud  and  defalcations,  conservation  of  an?5ets  and  the  con- 
trol of  assets  in  outside  transactions  • 


Fraud  And  Defa Icatlon 

Fraud  is  an  ever  present  problem  management  and 
should  be  so  recognized  by  management  in  planning  for  the 
control  of  assets.     It  has  been  estimated  that  the  losses 
from  fraud  range  from  l4CX), 000,000  to  over  a  billion 
dollars  annually,     (l)    For  the  raoat  part,  only  frauds 
Involving  large  amounts  make  the  headlines  and  become 
widely  known  •    For  every  fraud  that  reaches  the  papers, 
there  may  be  a  thousand  in  which  the  sums  involved  do  not 
warrant  prosecution.    The  number  and  extent  of  frauds  which 
are  not  discovered  cannot  be  even  approximated. 

In  the  preface  of  his  book  on  embezzlement, 
Keller  makes  the  Ibllowir^  statement:- 

Bwbezzlement  Im  <f!eflnitely  on  the  Increase 
and  Improved  accoimtlng  nysteias  and  internal 
control  procedures  can  assist  in  curtailing 
these  insidious  losses  amoimtlng  to  hundreds 
of  millions  of  dollars  annually  suffered 
through  dishonesty;  and  Internal  control  as 
a  tool  of  management,  can  assist  in  effecting 
move  efficient  operations,  thus  creating  a 
better  service,  reducing  operating  costs, 
and  automatically  increasing  profits.  (1) 

The  internal  aiiditing  function  has  a  direct  bear- 
ing on  the  protection  of  the  corapany's  assets  from  fraud 
since  the  work  of  the  internal  auditor  is  inseparable  from 
the  workings  of  the  system  of  internal  control.    In  the 
past. 


(1).     "Ibid",  p.  1. 


the  »le  f^^nction  of  the  intern'^l  arirlltor  wa^  the  policing 
of  the  accounting  records,  ''hile  the  inter'nal  rsudlting  f^taff 
remains  the  prime  agency  in  the  review  anc*  arnrsisal  of  the 
acco"!3nting  record's,  the  concent  of  the  internal  j^uditor^s 
relationship  to  the  fraud  problen  has  changed  in  recent  years. 
In  the  past,  the  function  of  internal  auditing  was  often  con- 
sidered solely  frows  the  noint  of  fra\id  detection.    The  new 
concept  is  thst  of  nreventlon  of  ffand.    The  safeguarding 
of  the  comnany's  assets  from  fraud  is  no^v  the  res^ilt  of  the 
Internal  auditing  function  rather  thran  the  objective,  a  s  it 
waa  in  the  past*    To  reohra?3e  an  old  saying,  the  internal 
auditor  la  interested  In  locking  the  bam  before  the  horse 
is  stolen* 

The  no'^^ern  concept  holds  that  it  should  be  the 
re^ponsibilit^T  of  the  Internal  «uf1itor  to  appraise  current 
procedures  -^ni  routines  to  determine  if  every  effort  ho  s  been 
made  to  prevent  fraud  and  defalcation.     In  caaec  r/here  the 
co7iti»ol  of  assets  are  not  fraud -nroof,  the  internal  auditor 
should  TTiake  a  thorough  review  of  the  systo'n  and  make  recomm- 
endations for  the  improvenent  of  the  internal  control. 

In  wrltlnr  on  the  Dlace  of  the  Internal  airlitor  in 

fraiil  prevention,  I'hurvSton  says  : 

It  1.^  my  belief  that  the  internal  auditor, 
as  the  company's  expert  m  internal  check, 
should  be  recti i red  to  review  all  new  systems 
and  nrocedw-^es  from  the  standpoint  of  Internal 
check,  and,  in  addition,  i^iould  study  layouts 
ar»3  functional  designs  where  these  iranurge 
dlrectlT  on  mtters  of  lnter!i£l  diock.  '"'here 
the  system  of  internal  check  is  nroperly 


designed  an^-  aderji^Rtely  "lalntalned, 
orportunltlea  for  frr.ijd  are  I'ediiced  by 
a  subfiitantla]   extent.  (1) 

In  thinkln^y  of  f  paufi  ,  the  mind  tends  to  concen- 
trate onl"^  on  the  larger  a!T?oiJnts  involved  in  defal cations • 
However,  the  daily  nilferin'r  of  nett^  sxms  CB.n  In  timf  amount 
to  a  very  large  loss,     'I*he  oiiestion  is  so'netimes  raised  as 
to  whether  it  1^?  worth  the  time,  the  effort,  «nd  the  exnenae 
of  having  the  internal  auditing  {^roun  tracking  down  the 
fraudulent  takln.f^  of  ?!rnall  amo^mtf?.     '^urston  answers  thla 
question  in  the      llowinp;  mnnner^ 

•^ost  ce-^tainl'^^,  qt^  for  this  reason:  a 
great  majority  of  frauds  start  rlth  strftll 
temnorary  "borrmings"  •     If  the  "borrower 
finds  he  can  cet  a\Ye.v  with  r.   srna  11   sv".,  he 
then  trie "5  for  n  larger  amonnt  and  finally 
reaches  the  jac^rnot.     In  many  instances  he 
gets  nwa-T  with  it;  he  hPs  the  foreknowledge 
that  only  a  slip  on  his  part  or  bad  luck 
will  trin  him  un,  becsTee  the  comnany  has 
shown  him  that  its  fail^^re  to  r.rovlde  an 
adentjete  system  of  internal  chec^  and  its 
lack  of  proper  internal  {auditing  is  his 
best  assiirance  that  his  fraiid  will  go 
undetected,  {2) 

Many  times  management  feels  that  since  they  are 

covered  by  fidelity  insurance,  thev  g  re  f^lly  protected  from 

the  loss  r 6.3 ul ting  from  fraudulent  scti  of  their  employees. 

They  feel  that  the  poyraent  of  the  insurance  premiums  is 

sufficient  expense  and  that  the  additional  myment  for  the 

work  of  the  internal  auditing  fjroup  to  nrevent  and  detect 


(1>    J. P  ."Thurston,  "Fraud  As  A  ^'a.lor  yanap-ement 

Problem", Internal  ^dltor, (June, 1949 )pn,37-3R . 


{  2>     "ibid",  n.  40, 


fraud  is  actually  working  at  cross  purposes.    They  feel  that 
they  rhould  have  one  or  tl-^e  other,  mt  not  both. 

If  siafflclent  thought  1?*  ^i-ven  to  the  imtter.  It 
can  be  seen  that  actiii^lly  fidelity  Insurance  and  the  Intern- 
al auditing  function  work  as  a  aupplement,  one  to  th«  other. 
Insurance  Is  designed  to  re-lmburse  the  connany  for  losses 
sul'fei'ed,     ilie  internal  awilting  work  is  (designed  to  t>revent 
or  detect  the  fraud  before  the  losses  have  reached  a  con- 
si  derab le  amo unt • 

In  a  survey  made  of  1,001  cases  of  defalcation, 
it  waa  found  that  the  amount  of  assets  lost  thi^ough  fraudu- 
lent acts  of  employees  totaled  ;*^6,284,506»49,  while  the 
araount  of  rein;b\jr3€Ci cant  fro:-,  insurance  amounted  to  only 
42,922,316»£8»     (1)     These  figures  clearly  indicate  that, 
while  fidelity  Insurance  is  desigiied  to  reimburse  the  organ- 
ization in  case  of  loss,  it  can  do  so  only  if  the  losses 
are  discovered  and  if  the  losses  are  not  greater  than  the 
coverage  of  loss  setup  by  the  insurance •    i^oreover,  insurance 
companies  base  their  premiums  on  loss  experience.     If  a  great 
many  frauds  occur,  the  insurance  companies  will  be  forced 
to  raise  the  rentes  of  the  prenium  charged,  thus  a  given 
company  may  be  burdened  with  a  very  lii^i  cost  of  insurance. 
In  re  CO  ignition  of  the  fact  that  interne  1  auditing  is  a 
definite  fraud  determent,  many  of  the  leading  bonding 

( 3).A, E, Keller, Ti'fnbezzlenent  and  In terml  £ontrol, 
( -^h  1  n g i on , "     ^ .  :    ^-  o rn e  r - <  rm s  ^'t  bl  ish  ing 
CoTnpany,  1946 >,  p.  811. 


companies  give  a  reduced  premium  rate  where  the  organization 
ha  a  an  Internal  auditing  staff, 

Conservat Ion  of  Company  ^^asets 

The  control  of  assets  have  some  aspects  of  con- 
servation activities  wYilch  are  not  essentially  matters  of 
policies  and  procedures.     It  Is  In  this  field  of  activity 
th*}t  management  must  place  a  great  dependence  iipon  the  alert- 
ness and  the  fores ic^t  of  the  internal  audltl^ig  group.  The 
field  of  conservation  may  range  from  activities  which  cover 
the  handling  of  raw  materials  to  seeing  tl-e  t  undue  time  is 
not  lost  hy  the  workers  In  going  from  one  activit^r  to 
another. 

In  some  cases,  the  control  of  the  assets  will  be 
tied  in  closely  with  the  accounting  function,  and  in  other 
cases  this  relationship  may  he  very  distant.     It  la  In  the 
cases  where  the  misuse  of  assets  will  be  only  Indirectly 
reflected  in  the  accounting  records  that  management  has  the 
greatest  need  for  some  type  of  an  appraisal  agency  to  deter- 
mine whether  the  company's  Interests  are  being  fully  protected. 

A  well-informed  and  an  alert  intemal  auditing 
staff  with  a  company-wide  resnon  sib  lilt?.'-  can  best  answer 
the  need  for  the  anpraisal  agency.    '^Iie  work  of  tJie  intern- 
al auditor  brings  him  in  contact  with  every  rihase  of  oper- 
ations in  all  department  and  units  of  the  organization* 
The  internal  auditor's  reporting  responsibility  to  raanpgement 
places  him  In  the  logical  position  of  calling  management's 


attention  to  all  Instance?  whero  cownany  ».3{»et3  ar?  helng 
wasted*    ThR  Internal  auditing  staff  as  an  extension  of  the 
"eyes  and  ears''  of  management  ahonlr«  im'ke  the  misuse  of  any 
assets  a  matter  of  report. 

The  internal  auditln.c-  function  can  al*^  management 
"by  keeping  constantly  alert  to  i^nrovlnr;  the  nethods  of  hand- 
ling and  accountlnr^  for  el.  1  types  of  as^^ets.     "^le  c-'^r^*  of 
fixed  assets,  the  handlJjig  of  inveai  toriea,  the  control  of 
spoilage,  scran,  and  waste,  and  the  mlm^ne  of  time  "by 
company  personnel  are  all  fertile  fields  for  the  internal 
eud  itor  *  s  worV:  • 

Most  cc^r.nenieg  co  throiigh  a  great  d<>al  of  effort 
in  selecting  a  new  machine  or  In  erectin?^  a  nev;  hnilfllns  to 
see  that  they  nre  getting  an  item  that  v;lll  he«^t  an^^we.--*  their 
need  and  to  see  that  they  are  l^ettlng  -^n  ite*^  that  will  "best 
answer  their  need  and  to  see  that  they  are  getting  the  asset 
at  a  fair  price.    Hwvever,  once  the  asset  la  obtfsinef^,  few 
comoanies  have  a  definite  nlanneri  orogram  for  the  care  and 
the  upkeep  of  these  ?m chines  and  bulldingn  once  they  are 
placed  in  use.     Usually,  no  attention  Is  given  the  fe  as^iets 
until  a  major  remir  is  needed.    The  internal  ar-dlting 
staff  should  take  an  annual  or  a  hi-annrml  inventory  of  all 
fibred  assets  to  assure  management  that  its  records  of  canit- 
alized  ansets  are  accurate  and  up-to-date.    As  a  part  of 
this  inventor^r,  the  internal  auditor  should  he  alert  to  con- 
ditions which  clearly  show  that  the  assets  are  not  receiving 
proner  care  or  that  they  are  in  need  of  repair.    It  is 
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recognized  that  the  average  member  of  the  Internal  auditing 
staff  doea  not  have  sufficient  technical  backgroimd  to  enable 
him  to  note  defects  in  the  more  complicated  types  of  naichlneryj 
but  this  need  is  not  required  in  most  casea  since  trained 
technicians  usually  are  in  the  control  of  mich  inspections. 

As  a  part  of  every  olant  airiit,  the  internal  audi- 
tor should  make  a  complete  tour  of  the  plant,  noting  such 
item?  a 3  the  need  for  paint  on  equipment  or  buildings,  the 
need  for  replaoetrient  of  broken  fix  tripes,  the  need  for  r©« 
pair  of  flooring  or  windo'vo,  or  man:?-  other  like  remlr?. 
V-Tiile  sucti  repfiirs  are  not  of  the  na^jor  repair  classific- 
ation, action  t&lzm  in  correcting  the  existing  conditions 
will  often  add  greater  efficiency  to  th=^  operations  of  the 
department  and  prolong  the  life  of  the  asaet,     '-'any  ti'^nea  an 
asset  will  become  obsolete  or  v.411  no  longer  be  needed  by  one 
department  or  plant.    Often  the  a-^set  will  be  '^et  aside  and 
no  further  Jiction  be  taken  to  determine  if  it  could  be  used 
by  other  department 3  of  the  organl:<5at ion.     In  his  tour  of 
inspection  the  internal   axditor      ouli  note  9uch  abandoned 
aaaeta  and  recommend  to  mana  geraent  that  action  be  t'iken  to 
see  if  the  asset  has  fiarther  use  In  the  organization.  If 
it  hasn't  any  further  use,  the  internal  auditor  should  re- 
commend that  it  be  turned  o'ver  to  the  salva^^-e  department  for 
sale  to  outside  parties. 

The  breakage  and  deterioration  re:^'«iltlnc  from 
improper  storage  and  handling  of  inventories  npr\  be  a 
large  element  in  the  reduction  of  Inventory  values. 


Since  the  functions  of  the  internal  auditing  staff  involves 
the  observance  of  takin.;  the  inventory  counts  of  the  v^^rioua 
ware  in  stora^.^-,   the  Internal  aurlitor  Is  in  an  ideal  pos- 
ition to  appraise  th<*  methods  of  storage  and  handling.  In 
order  to  be  of  the  fullest  service  to  management,  the  back- 
ground of  the  internal  auditor  shonld  make  him  especially 
well-versed  in  ^lethods  of  oroner  vrarehousing.    He  should  be 
able  to  noint  o'lt  defects  in  the  warehousing  methods  v?hich 
result  in  losses,  either  in  ware  or  titie  and  labor  in  hand- 
ling of  the  ware.    Often  conditions  liiat  result  in  losses  of 
inventory  have  been  gsing  on  for  a  long  time  and  the  ware- 
housing personnel  take  tSie  defective  methods  as  a  rcatter  of 
course.    The  fresh  vlewroint  of  an  outsider  can  oi'ten  throw 
new  light  on  tho  metter  anc^  aids  the  personnel  to  see  the 
errors  in  their  methods,    i^s  an  extension  of  the  "eyes'  of 
management,  the  internal  auditor  can  make  sure  that  such 
matters  are  brought  to  the  attrition  of  managements    The  in- 
ternal auditor  is  also  in  a  position  to  check  on  the  ware- 
housing fror-?  time  to  time  to  see  if  the  conditions  aave  been 
corrected  or  if  the  defective  conditions  have  continued  to 
ex-l  St. 

The  internal  aijditor  should  be  constantly  alert  to 
waste  of  onerating  sunnlies.    Control  of  such  sunplies  is 
often  verv  bard  to  maintain  since  the  variolas  units  using 
the  sare  type  of  supplies  may  be  spread  over  a  v/ide  operating 
area.    The  internal  auditor  in  checking  the  general  stores 
inventories  shcnild  be  constantly  alert  to  the  dunlication  of 
inventories  resulting  from  having  a  great  many  individual 
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departmental  ator^rooma.    He  i^honld  '^Iso  lnve??tir;0 te  the 
©mount  of  supplies  kent  on  hand  by  the  IndivlduBl  worker. 
Reconp.endatlon  ttiould  be  voa6e  to  mnagement  that  denart- 
mental  storei'oomp  be  consolidated  In  nil  noflslble  Cfl. ^es. 

The  internal  auriltor      oiiid  review  enf5  annraise 
the  methods  of  purchasing  8UT)plle9  to  ae©  if  nroner  miant- 
itlea  are  heinr^  niJir chased  and  If  fair  nrio<>s  are  heln^  nald* 
While  the  su.pervlaorp  of  the  oTJeretlng  perj=!onnel  are  reaT>on- 
aible  for  the  nroner  use  of  aupplle''  hy  the  "^en  txnder  thes!, 
the  Internal  auditor  should  review  the  use  of  sn? nolle «?  and 
renort  to  man^c®^©"*^  ^ow  well  the  5aj  pervlsor s  are  observing 
this  resnonsihl  llty  •    Tn  the  avercge  oritjanlzatlon  there  1?5 
no  unit  other  than  the  Internal  auditing  department  which  Is 
80  fully  ecmlpped  to  nake  a  complete  appraisal  of  the  usage 
of  aupr>liea. 

The  leek  of  control  of  defective  work,  ^nollafre, 
acrap  and  waate  can  reai^lt  In  enormous  loase'?  over  a  neriod 
of  time.    Defective  work  and  ssnolled  ?/are  rej^ultn  not  only 
in  the  loaf,  of  value  of  the  material,  but  It  al'io  re^^ulta 
in  the  lo3  3  of  labor  and  overhead  anolled  to  the  Item. 

The  Internal  auditln^r;  department  should  make 
reg\ilar  revie'.vs  of  the  nroductlon  standards  to  deternlne  If 
the  number  of  Items  pa{?.=»ed  by  the  lnsr>eotors  is  meeting  the 
predetermined  standards. 

One  of  the  means  of  controlling  defective  'nrork, 

spoilage,  scrap  and  waste  is  the  active  use  of  written  pro- 
cedures and  specif  ic at  1  ona  .    'iowever,  written  procedures 


are  an  effective  means  of  csontrol  only  as  long  as  they  are 
followed  by  the  operating  personnel.    Again  the  work  of  the 
Internal  auditor  in  the  field  of  atsjraisal  of  comDlianoe 
with  existing  procedures  can  serve  to  keep  management  in- 
formed of  an  operation  which  is  often  overlooked. 

In  speaking  of  the  annraisal  responsibility  of  the 
internal  aiidltor  in  relation  to  defective  work,  Bailey  makes 
the  following  comments: 

In  T!!aking  such  appraisals,  the  internal 
aij-^ltor  should  give  particular  attention 
to  accounting  procediires.    Tie  should 
ascertain  whether  nrocedures  are  adequate 
and  what  suggestions  should  be  raade  for 
improves  en  t .  (1) 

The  work  of  the  internal  aijditor  also  covers  the 
review  of  the  han^llnf;  and  recording  of  the  cost  of  de- 
fective work  by  the  coat  department.     In  this  tyne  of  review, 
management  can  be  fully  informed  of  the  effects  of  the  coat 
of  defective  work  on  the  actual  costs  of  prodiTC tlon. 

Eanageraent  of  many  companies  neglects  to  pay 
sufficient  attention  to  the  operations  of  the  salvage  depart- 
ment.    Consequently,  the  maximw  benefits  thcit  can  be  derived 
from  the  efficient  functioning  of  this  denartment  in  often 
lost.    The  internal  fsudltlng  ftmction  of  appraising  the 
operations  of  the  varlou«!  operating  departments  and  imlta 
makes  it  a  logical  organijration  to  appraise  the  operations 

^»    Elmer  Bailey,  "Control  and  Audit  of 
Defective  ''Oi»k,  Spoilage,    -cran  and 
Waste",  The  Internal  Auditor,  {June, 
194R),  pp.  2!P-25, 


of  the  salvage  ftjnctlon.     Since  the  salvage  department  is 
handling  material  left  after  the  product  In  produced,  man- 
agement should  be  l>3lly  informed  of  the  action  taken  in  the 
handling  of  this  residue. 

An  alert  internal  auditing  department  can  save 
tnanagetnent  large  sums  of  money  hy  appraising  the  present 
activities  of  the  salvage  department  and  by  reco^nmend ing 
practices  by  which  managerr^nt  will  realize  the  maximum 
revenue  from  salvage  operations.    The  internal  au<^itor 
should  investigate  the  methods  of  collection,  segretation, 
reclamation,  and  preparation  of  the  materialfi  for  sale.  The 
negotiations  of  the  sale  of  scrap  should  be  reviewed  to  see 
if  the  greatest  return  possible  is  being  obtained.    The  In- 
ternal auditing  staff  should  have  the  function  of  reviewing 
the  salvage  operation  to  see  that  proper  control  is  main- 
tained over  all  scrap  and  wast©,  the  often  forgotten  a?? sets 
of  the  (»»ganization. 

The  work  of  the  internal  auditor  brings  him  into 
contact  with  operating  personnel  from  evern'  department  of  the 
organization.    In  the  course  of  an  a\dlt,  the  Internal  audit- 
ing staff  is  b-rou^^t  into  close  personal  contact  with  the 
workers  in  the  department  being  audited  as  well  as  with  the 
work  performed  by  these  individuals.    This  close  contact 
should  enable  the  Internal  axxlltor  to  appraise  the  abilities 
of  the  various  individuals  with  considerable  accuracy.  In 
the  appraisal  of  the  personnel.  Internal  auditing  can  keep 
management  Informed  on  its  greatest  asset,  the  people  who 


work  for  the  oomriany. 

In  consenting  on  the  Internal  -^udltor^a  refinnnsibil- 

Ity  of  appraising  the  individual  employees  end  their  relations 

with  the  company,  Thurston  make 3  the  following  comments: 

The  Internal  auditor* 3  most  import?int  Job 
of  observation  relates  to  personnel,  an 
organization's  greatest  asset,  urti  one  that 
does  not  appear  on  its  many  otherwise  well- 
managed  companies,  provide  for  proper  cust- 
odianship and  adequate  records  of  every  other 
asset,  but  neglect  the  asset  of  personnel. 
In  such  companies  no  one  is  specifically 
enlarged  with  the  custodianship  of  personnel, 
with  its  maintenance  and  upkeep,  or  with 
determining  v*ien  personnel  is  fully  depreciat- 
ed and  requires  replacement.  (1) 

The  internal  auditor  shoiild  not  only  note  the  indiv- 
idual who  falln  belo^^'  standard  performance,  when  thje  work  be- 
ing audited  shows  certain  defects,  but  also  should  hlghli,3ht 
the  performance  of  the  outstanding  Individual,    In  large  or- 
ganizations it  is  Possible  for  an  Individual  to  be  perform- 
ing one  jo^  when  his  capabilities  qxaallfy  him  for  a  job  of 
mutih  greater  responsibility.    As  a  result,  management  is  not 
making  the  most  efficient  use  of  the  talent  It  has  available- 

In  writing  of  the  internal  auditor  as  an  unofficial 
co-ordlnator  of  ability  possessed  by  the  personnel  of  an  or- 
ganization. Brink  makes  the  following  comment: 

The  internal  auditor  has  in  this  connection 
a  unique  opportijnity .    Operatin/jt  aa  he  norm- 
ally does  between  individual  field  offices 


(!)•    John  B.  Thurston,  Basic  Internal  Auditing 
Principles  and  Techniques^   (  -c  ran  ton ,  "  enn  - 
8^7  Ivan  la  :     International  Textbook  Company, 
1949),  p.  4B. 


and  the  central  beadrniarters ,  he  la  In  a 
position  to  know  what  neda  for  personnel 
exlgt^i  in  the  org?ini?:at1.  on.  o  nd  to  r.  nsoci- 
ate  the  employeej?  of  particular  offices 
with  those  needs.    'Vhl'i  is  to  the  compsiriy's 
advantage  in  that  It  gets  the  best  available 
talent  for  th<^  various  cornmny  nosts  and 
also  that  It  encourages  the  entire  personnel 
thro^igh  the  knowledge  that  such  edv^ncement 
is  Txjsslble.  (1) 

The  Internal  auditing  functions  also  make  the  asset 

of  personnel  more  efficient  by  adding  a  certain  nsychological 

imoetus  to  the  work  of  the  ennloyee.     -hen  the  organization 

knows  that  the  work  is  to  be  reviewed  by  a  definite  review 

Ing  agency  which  renorts  to  management,  greater  effort  Is 

expended  to  assure  that  the  work  will  approach  the  standards 

set  by  management* 

Control  of  Assets  In  Outside  Tran sactlona 

The  third  type  of  control  maintained  over  the 
assets  of  the  organization  is  ttiat  control  established  for 
the  purpose  of  protecting  the  Interests  of  the  connany  in 
all  transactions  with  parties  outside  of  the  organization. 
This  control  would  extend  to  all  types  of  contracts,  both 
oral  and  written,  made  by  the  company  or  for  the  coTnnany, 
The  internal  auflJLttlng  function  sho^^ld  be  responsible  for  re- 
viewing the  terras  of  the  contract  and  oppralplng  the  relat- 
ionships created  by  the  contract  to  determine  If  all  the 
terms  are  being  fully  carried  out.    This  type  of  review  would 
Include  such  transactions  as  sales,  contracts,  procurement 

(1).  Victor  Z.Brlnl^.  Internal  Aud  itlng,  ( '^ew  York:  Donald 
Press  Co., 1941), p.  362. 


contracts,  royalty  contracts  and  leases.     It  i s  not  Intended 
that  the  internal  auditing  departanent  ahonld  take  over  the 
duties  of  the  various  deoartnents  whose  reapcn sibllity  it  la 
to  Tnak©  ;^ich  contracts,     Rather  It  i  s  the  duty  of  the  intern- 
al auditing  department,  through  use  of  accounting  records 
and  other  statistical  data,  to  determine  'Whether  ttiese  con- 
tracts have  been  made  and  are  f\inctioning  along  the  liners  of 
the  nolle ien  and  nrocedures  laid  down  by  r!ianageTr!'=int • 

J^iih -contracting,  iifriile  it  Is  not  carried  on  to  as 
great  an  great  an  extent  as  during  the  laa^t  war,  offers  a 
fertile  field  for  the  internal  auditor  to  render  valuable 
service  to  rmn'^ger^ent .     Tn  sub -contracting  for  work  to  be 
done  on  a  coot  plus  basis,  it  should  be  agreed  th.at  the 
internal  auditor  be  allowed  access  to  the  seller* s  booVs  for 
the  purpose  of  -^eterrrlng  ''hi ether  full  co?nr>liance  is  being 
made  to  the  terms  of  the  contra  ct«    The  internal  audi  tor*  a 
responsibility  jfi ould  not  only  extend  to  a  review  of  the 
clerical  accuracy  of  the  cost  calculations  and  their  appli- 
cation to  the  csj  an  titles  involved,  but  also  to  the  inter- 
pretation of  the  contract  tn  regards  to  the  factors  used  in 
detennlnlng  the  coat  of  the  various  elements  of  production. 

The  internal  auditor  could  never  be,  and  should 
not  be  expected  to  be,  an  expert  in  all  of  the  technical 
matters  involved  In  the  control  of  the  various  assets  of  the 
conoany.    ^owrever,   the  Internal  auditor's  background  should 
enable  him  to  observe  all  of  these  controls  In  their  nroner 


prospective  In  relation  to  overfall  op^irations •    He  is  not 
expected  to  be  an  exnert  in  all  matters,  Mt  he  i??  exT/ected 
to  show  good  bu!^inesfl  .iud/^ment  snc^  to  be  constantly  on  the 
alert  for  all  undesirable  conditions  with  which  he  comes 
into  contact.     He  is  expected  to  bring  to  nanagement'g 
attention  all  transactions  and  conditions  which  are  working 
against  the  best  Interests  of  the  company. 


CHAPTER  VII 
MAUAGEPIAL  GONTBOLS 


Internal  'Control 

The  accounting  gystera  of  an  organization  exists 
to  answer  the  needs  of  m?inagement  for  information,  protect- 
ion and  control.     It  is  the  funetloai  of  the  accounting  sys- 
tera  to  provide  currently  aocurnte  and  suitable  Information 
by  which  mamgement  can  review  past  perfomance,  and  on 
which  It  can  base  decisions  to  govern  future  action. 
Acco Tinting  records  establish  the  accoimt ability  of  individ- 
uals and  deTsertraent 8  for  values  of  assets  under  their  control. 
Lastly,  accounting  through  the  use  of  standards,  budgets, 
and  predetemined  routines  serves  as  an  effective  instrument 
of  management  in  oonti»olling  all  of  the  various  units  of 
the  organization.    These  three  functions  must  be  performed 
in  0  manner  which  Is  most  economical  and  efficient  in  the 
light  of  the  expenditwe  made  to  secure  the  !?e  objectives. 
Internal  control  Is  a  system  to  aid  in  achieving  the  most 
efficient  operation.'?  of  the  accounting  fVinction.  Internal 
control  is  the  roetbod  adonted  wiliiln  an  organif-at ion  to 
check  the  clerical  accupac;^^  of  the  accounting  figures  and  to 
safeguard  the  assets  of  the  company. 

In  tMs  chapter,  internal  control  is  reviewed 
from  the  viewpoint  of  its  relationship  with  the  accounting 
function.    The  definition  set  forth  In  Chapter  I  is  the 


wider  application  of  internal  control  that  may  be  applied  to 


any  one  of  the  various  functiona  of  a  bussinesg.  However, 
the  atipraisal  functions  of  internal  auditina;  my  be  applied 
with  equal  benefit  to  all  of  the  other  a  3T)ecta  of  internal 
control  as  it  is  applied  to  the  acco^mting  a^ipects  of  intern 
al  control. 

Thurston  lists  the  moist  important  principles  of 
internal  control  in  safegiarding  the  accounting  function  as 
follows:- 

1»  The  duty  and  responsibility  of  each  exec- 
utive and  employee  must  be  clearly  defined 
to  the  fullest  extent,  particularly  where 
assets  or  transacticm s  are  suscerrt ible  to 
fraud.  These  duties  must  be  distinct  and 
separate . 

2m    No  executive  or  employee  should  be  assigned 
the  entire  charge  over  both  cash  or  other 
disposable  assets  and  the  records  of  such 
assets,  except  where  it  is  out  of  the 
question  to  handle  them  otherwise.  Only 
when  management  has  fiill  knowledge  of  the 
problem  and  is  willing  to  take  a  recognized, 
TTieasured  risk,  should  this  be  tolerated. 

3.  As  many  executives  an^^  emnloyeea  as  possible 
within  the  limits  of  prudent  econony  should 
be  injected  into  each  transaction,  so  that, 
to  the  greatest  extent,  the  ?;ork  of  one  will 
check  that  of  another  and  errors  an'"?  mis- 
takes will  have  a  belter  chance  of  being 
avowed. 

4«  ^Tienever  a  transaction  occurs,  some  memor- 
andum or  record  that  can  be  checked  must 
be  created.     Sucb  records  should,  in  most 
Instances,  be  numbered  serially,  carefully 
controlled  so  as  to  be  used  In  seai^ence  and 
accounted  for  systematically.  (1) 


(33«    John  B.Thur ston,Tntemal  Auditing  ^rlncinles 
iSJ^^  Technioues ,  ( '^c  ran  ton ,  '^enn  anrlvanla  :  Inter 
naTlonai  Textbook  Coranany, 194R ) ,  p.  53. 


The  following  of  the  listed  princlDlea  will  add 
definite  reliability  to  the  accounting  system.    However,  it 
should  be  eraohaslzed  that  no  syatem  of  internal  control  can 
be  considered  adeoi-ate  or  coirrolete  unless  it  Includes  an 
agency  for  the  annralaal  of  the  routines  and  nrocedures. 
Even  if  a  perfect  syatetn  of  Internal  control  wa??  devised.  It 
would  still  be  necessary  to  have  an  agency  resnonsible  for 
the  checking  of  its  operation  and  maintenance.     Internal  au^l 
itlng  function  has  the  responsibility  for  reviewing  the 
accounting  data;  thus,  it  follows  that  it  ig  only  natural 
that  the  Internal  auditor  should  be  the  one  to  make  fhenuent 
checks  into  the  operations  of  internal  control-    The  intern- 
al auditor's  relations  with  the  system  of  internal  control 
Is  so  Imnortant  that  it  might  be  said  that  the  internal  aud- 
iting function  is  the  keystone  of  internal  control. 

The  internal  auditor  performs  a  triple  role  in  his 
relatloniti in  with  internal  control*    These  role«j  are:  the 
ascertaining  of  the  degree  of  reliability  of  the  accounting 
and  statistical  data  developed,  the  reviewing  and  appraising 
of  the  nrocedvres  and  routines  in  terms  of  their  adequacy 
and  ef fectiv^^'ness,  and  the  establishment  of  a  check  over 
transactions  which  must  be  left  exclusively  or  almost  exclus 
Ively  to  one  employee  or  one  department. 

The  old  concept  of  the  function  of  Internal  aud- 
iting give  the  internal  auditor  only  one  rt^le  in  the  system 
of  internal  control,  that  of  a  checker  of  the  arlthmetal 
correctness  of  the  records.     «'ihlle  the  work  of  the  internal 


auditing  staff  Is  still  directed  at  appraising  the  acairacy 
of  the  data  reviewed,  this  annraisal  of  accurach  is  used 
only  as  a  startlnt3  point  for  an  over-all  anpralsal  of  all 
the  phases  of  internal  control. 

In  speaking  of  the  importance  of  a  well-thought- 
out  and  a  well-rounded  program  of  checking  the  accounting 
data,  Bring  says: 

The  impression  should  not  be  formed  that 
these  checking  activities  are  to  he  re- 
garded lightly.     These  activities  to  a 
consideraMe  extent  serve  a  most  useful 
and  necessary  purpose.    They  con*itute 
th**  basic  underlying  program  of  internal 
auditing  and  are  aimed  at  anecific  oh,1ec^- 
ives  of  internal  auditing,     -^at  is  im- 
portant, however,  is  these  activities 
of  a  police  TB  ture  should  be  regarded  as 
a  weans  and  not  a  3  an  end.    That  is,  the 
raa,jor  or  ultimate  objectives  of  Internal 
auditing  are  larger  than  the  objective  of 
persevering  the  immediate  status  quo,  and 
these  checking  operations  are  only  the 
starting  point  for  an  additional  range  of 
activities  and  services.  (1) 

The  review  of  the  accountirg  data  jihould  noint 

out  certain  facts  to  the  internal  auditor  concerning  the 

adequacy  of  the  system  of  internal  control*     If  freqiient 

errors  appear  in  the  data,  a  weakness  must  be  present  in 

the  nrocedures  or  routines  in  use.    The  internal  auditor 

should  make  s  thorous^  analytical  review  of  all  phases  of 

the  system  of  inteinal  control.     It  is  his  duty  to  be  able 


(!)•    Victor  Z.  Prink,  Int erna  1  Aud  it ing ,  (?iew 
York:    The  Ronal d~?re a s"7~l 94 1 ) ,  n .  11. 


to  point  out  the  definite  reason  for  theae  weaknesses,  weth- 
er they  be  of  the  personnel  Involved  or  the  system  in  use. 

However,  the  ar^pralsal  of  the  internal  auditor 
should  go  even  fVirther  than  the  review  of  the  current  sys- 
tem of  internal  control.    He  should  review  all  prospective 
systems  or  prospective  chstnges  in  the  present  system  to  de- 
termine whether  the  basic  demands  of  internal  control  will 
be  fully  met. 

Budgetary  Controls. 

i\s  has  been  pointed  out  in  previous  chapters,  the 
degree  of  success  of  a  business  is  -  Imost  wholly  dependent 
on  the  quality  of  its  management.    In  order  to  successfully 
direct  a  business,  manege!nent  must  hBve  definite  control 
over  operations.     This  control  is  obtained  only  by  hsvlng 
an  accurate  account  of  the  results  of  operations  and  pre- 
detemined  standards  to  judge  ttie  quality  of  these  results. 
The  problems  of  managerial  control  Is  often  complicated  by 
the  wide  geographical  area  covered  by  operations  and  the 
distance  between  operating  units  and  the  location  of  top 
management* 

One  of  the  principle  n^ans  of  (x>nt rolling  opera- 
tions, no  Tnatter  where  they  raay  be  located,  is  throu^  the 
use  of  budgets.     In  the  use  of  budgets,  management  attempts 
to  set  certain  plans  for  future  operations  and  attempts  to 
picture  the  results  if  tJiese  plans  are  carried  out.  Budg- 
etary control  provides  a  means  whereby  rnanageTnent  can  plan 
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all  operations  for  vnrioiis  t>e3?locls  and  ooramlt  the  various 
departments  and  divisions  of  the  business  to  a  well-con- 
sidered perfori"ance  estimate,     ^udretary  control  supplies 
fflianageinent  with  a  means  of  checking  results,  uncovering 
weakness,  and  making  the  necessary  corrections  before  it  Is 
too  Iste. 

Budgets  to  be  effective  must  be  baied  on  certain 
predetermined  stanr^nrds  tJiat  reflect  past  exnerience,  pre- 
sent business  conditions  and  trends  and  nredictions  as  to 
future  conditions.    The  close  relationship  between  the  act- 
ivities of  the  accounting  function  and  the  great  reliance 
on  the  data  gathered  by  the  accounting  f^jj.nctlon  brings  the 
budgetary  control  work  into  the  scope  of  the   internal  audit- 
or's responsibility. 

The  internal  auditor *y  responsibility  begins  with 
asaurlng  management  that  data  showlni^  t%e  results  of  opera- 
tions for  previous  neriods  is  accurate.    This  assurance  will 
aid  in  establishing  the  reasonableness  of  the  budgetary  stand- 
ards.   The  Internal  auditor  sho\ild  d  etermine  ^at  all  depart- 
ments compile  the  data  accurately,  and  that  the  basia  of 
data  compiled  by  one  department  is  comparable  with  the  data 
presented  by  the  other  d eparteenta  •    The  calculation  of  the 
budgetary  data  should  be  given  the  aman.nt  of  analysis  and 
review  that  their  importance  merits.     If  modifications  are 
made  in  the  figures  submitted  for  deter»nlning  the  budgetary 
standards,  the  Internal  auiltor  should  review  the  changes  to 
determine  whether  they  were  made  in  accordance  with  reliable 


accounting  data.     S'.ich  reviews  ten<^.  to  offset  the  tendency 
of  demrtroents  or  ^jrlts  preparing  the  budgets  to  leave  them- 
selves plenty  of  latitude  In  order  to  be  sure  of  meeting 
the  estimates.    The  thorout^h  rev?-ev/  of  the  data  h:?-  the  In- 
ternal auditing  group  also  tends  to  Improve  the  accuracy 
and  effectiveness  of  the  budgets  to  the  extent  thot  estim- 
ated costs  are  based  unon  thorough  analysei=:  of  all 
activities  and  functions. 

After  the  budget  has  been  nrepsped  F.nd  r^laced  Into 
operation,  the  internal  auditing  groun  should  review  the 
budgeted  activities.    The  review  should  cover  three  main 
phases:     (1)     the  control  over  the  items  budgeted,  (2) 
the  reporting  of  performance  under  the  standards  set  by  the 
budget,  and  (3)  review  of  the  variances  f2?om  the  standards. 

Management  initiated  the  budget  as  a  method  of 
exercising  control  over  the  various  functions  of  the  organ- 
ization.    'Proper  balance  and  co-ordination  of  the  various 
phases  of  operations  can  be  achieved  only  by  knowing  how  well 
the  operations  of  the  department  have  conformed  to  th'^  estim- 
ated operations.    This  conformance  or  no n- conformance  to 
the  biv5getary  standards  must  be  pictured  in  relation  to  the 
other  departments  of  the  organization.    Thus,  management 
needs  an  a  gene  v  that  will  review  the  rerrults  of  operr.tlons 
from  tlTP  viewpoint  of  budgetary  standards.    This  agency 
should  note  all  deviations  from  standards  or  definite  trends 
that  appear  to  be  away  from  standards.    The  budgetar:/  review- 
ing agency  must  be  alert  to  determine  whether  changing 


conditions  require  certain  budgetary  adjuatments,  and  If 
they  are  necessary,  to  determine  to  what  extent  should  they 
"be  made* 

The  internal  auditor's  second  interest  in  budget- 
ary oT>eration.*?  Is  the  reoorting  of  performance  urwler  the 
btiSget.    The  renorts  should  clearly  rreaent  all  variances 
and  should  disclose  the  reasons  for  the  variances  where  they 
are  Vnown.»    The  internal  a^xiltlng  group's  background  of  anal- 
ytical arnralsal  mlfles  it  an  ideal  unit  for  determining  the 
accuracy  of  the  data  renorted,    ^^lao,  the  internal  auditing 
background  ^lould  enable  the  group  to  make  suggestions  to  the 
operating  personnel  vihlch  may  aid  in  cutting  down  the  detail 
work  on  the  budgetary  reports;  thus  enabling  management  to 
receive  nrompter  reporting  of  the  results  of  operations* 

The  third  phase  of  the  internal  auditor's  work  is 
the  investigation  of  the  causes  for  undiJB  variances  from  the 
established  standards.     v%iie  the  determination  of  the  exact 
causeo  for  vrr lance  Is  often  hard  to  make,  every  effort 
should  be  exnended  to  determine  the  reasons  for  the  variances 
and  to  ^ake  constructive  recommendations  for  correcting  the 
caugea  o^  the  variance. 

Departmental  AudJLts  as^  a^  Management  Control 

The  Internal  auditing  function  itself  makes  up  a 
control  of  management.     Through  performing  departmental  aud- 
its an3,  reporting  to  rnanagement  the  findings  of  the  audits. 


managetTient  can  be  Vert  informed  of  operations.  It  Is  in  the 
departmental  audit  that  management  is  able  to  obtain  a  con- 
trol of  detailed  operations  that  would  otherwise  be  imposs- 
ible without  an  independent  aonralaal  agency.  I'he  internal 
auditor  should  review  and  appraise  not  onlv  the  work  of  the 
department  but  al'jo  the  working  conditions  of  the  personnel. 

In  speaking  of  the  broad  objectives  of  the  intern- 
al airiltor  In  performing  special  departmental  audits.  It  has 
been  saldt 

The  ob.lectives  of  the  internal  auditor  in 
all  of  tihese  special  departmental  audita 
is  to  verify  the  accuracy  of  the  oartlonlar 
data  there  developed  and  to  evaluate  the 
efficiency  of  the  oroces'iea  carried  on  - 
both  internally  and  as  they  have  involved 
relations  with  other  departments.    He  seeks 
to  determine  whether  the  particular  activ- 
ity is  being  carried  on  in  a  manner  most 
conducive  to  company  interests  as  a  whole 
and  at  the  lowest  possible  cost.  (1) 

Since  management  is  often  separat€Ki  from  all  con» 

tact  with  the  detail  work  of  a  department,  the  internal 

auditor  should,  view  the  work  of  the  department  from  the 

▼lewpolnt  of  the  company  as  a  whole.    The  various  phases  of 

the  work  involved  should  be  studied  and  the  best  methods 

and  practices  for  the  v  arious  routines  should  be  considered. 

The  internal  auditor  should  determine  whether  the  opnortun- 

V  It  leg  of  spec3.allzation  have  been  fully  realized  in  f^ach 

individual's  case.    The  Internal  auditor's  review  should 


(3),    Victor  Z.  Brink,  Internal  Aud  Itlng,  (Mew 
y o rk  •     '"he  ^^o m Id   -"re as  Con n y ,  194 1 ) , 
pp.  3R0-.'^R1. 


Include  an  apy^raisal  csf  the  degree  of  co-ordination  of  the 
work  of  one  department  with  the  organization  as  a  whole. 

Since  the  major  portion  of  departmr^ntal  op€?ra~ 
tlona  are  controlled  by  higher  authority  through  the  rned* 
ium  of  written  policies  and  procedures,  the  internal  aud- 
itor'a  work  involves  acoiiaintlng  nam  gement  with  the 
functioning  of  the  policies  and  pi»ocedurc3  at  the  department- 
al level.    He  sho^Ald  intom  management  as  to  ?*iat  extent 
compliance  is  being  made  to  the  eatahllnhed  policies  and 
procedures. 

The  function  of  internal  auditing  in  aiding  raan* 
agement  by  appraising  and  reviewing  the  oneratlona  of  the 
▼arioun  controls  can  do  a  great  deal  in  aosuring  the  effic- 
ient operations  of  the  biislneaa.    The  individual  control 
placed  over  each  seuarate  function  must  be  conaidored  in 
the  light  of  over-all  operations.    The  internal  auditing 
staff  whose  basic  function  is  constructive  aporalsal  and 
whose  scope  of  one  rations  Is  company-wide  is  the  3o2;ic^il 
agency  to  maintain  a  constant  watch  on  the  operations  of  all 
of  the  iTianagerial  controls. 
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CHAPTER  VIII 
INTERNAL  AUDITOR  AND  ^^YSTEK  IN.STAmTlON 

Th«re  Is  some  dlsagrefflnent  on  the  thinking  of  the 
responsibility  of  the  internal  atidltlng  function  In  the  field 
of  installation  of  accounting  systems.    The  differences  of 
opinion  arise  as  to      ether  the  internal  auditing  deoartment 
should  be  in  charge  of  shaping  operations  which  they  will 
later  be  called  on  to  appraise. 

One  school  of  thou^t  argries  that  since  the  in- 
ternal auditor  comes  into  contact  r^ith  all  denartments  of 
the  organization  an3  reviews  the  records  of  all  operations, 
he  3ho^^ld  be  an  expert  on  accounting  methods  and  system 
They  argue  that  the  critical  attitude  of  the  auditor  should 
ideally  suit  him  for  constructive  thinking  along  the  best 
lines  of  gathering  and.  recording  accounting  data. 

The  opposing  school  of  thought  argues  that  the 
internal  auditor  engaging  in  systems  work  would  be  reluct- 
ant to  install  a  detailed  system;  the  adequacy  of  which  they 
must  later  anpralse.     It  is  argued  that  in  the  event  of  fail- 
ure of  the  system,  the  auditor  is  rlaced  in  both  the  Doslt- 
lon  of  the  accuser  and  of  the  accused. 

The  argument  Is  also  brought  forward,  that  a 
special  person  or  group  should  be  responsible  for  the 
installation  of   sy^^tems,     Tt  is   said  that  since  this  res- 
ponsibility has  not  definite  assignment   in  some  companies, 
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it  aihould  be  given  to  the  internal  auditing  department,  even 
though  it  may  not  be  comT»tible  with  the  other  functions  of 
internal  audit ing« 

Since  the  work  of  the  internal  auditing  department 
is  often  planned  for  long  periods  ahead,  the  time  element  i3 
brought  into  the  argtiraent.    The  backers  of  the  t'-teory  that 
installation  work  is  not  a  function  of  internal  auditing, 
state  that  to  engage,  for  even  the  shortest  period  of  time, 
in  systems  work  would  throw  all  of  the  future  Budits  off 
of  schedule. 

in  writing  of  the  effect  of  additional  work  on 

the  internal  auditing;  department's  co-ordination  with  the 

outside  auditor,  one  authority  says: 

To  co-ordinate  properly  there  (the  out- 
gide  auditor)  work  with  that  of  the  in- 
ternal auditor  requires  that  both  groups  be- 
gin and  end  each  section  of  the  audit  about 
the   same  time.     It  is  cont®ided  tl^t  to  add 
to  the  duties  of  the  internal  auditor  any 
type  of  systorna  invest  ligation  makes  a  co- 
ordinated audit  impractical,  that  schedules 
cannot  be  maintained,  and  that  the  value  of 
the  co-ordinated  effort  would  be  minimized 
if  not  lost.  (1) 

The  weight  of  opinion  and  practice  seems  to  back 

the  nrinclt)le  that  the  interml  aTiditor  *\ould  r»t  be  given 

the  line  authority  for  the  installation  of  accounting 

sys  terns  • 


(IV    Philips  C.  Sairrjan,  "The  Internal  Auditor's 
Fespqnsibl  lity  for      stems  and  ^'rocedures. 
The  -t^nternal  Auditor,  (December,  1949), 
pp7  Btr^^T  ." 


In  a  survey  made  of  163  internal  auclltlng  depart- 
ments of  oomnanies  situated  throtj^hout  the  TJnited  ^^^tates, 
the  question  waa  a  sited  as  to  what  resnon sibl lity  tiie  intern- 
al aiditing  denartment  had  In  regards  to  accounting  systems. 
The  qijestlon  was  phrased  so  that  the   responsibility  was 
broken  down  into  the  following  three  categories?  whether 
the  internal  airlltlng  denertment  originated  accounting 
routines,  whether  It  reviewed  them  prior  to  adoption,  or 
whether  It  checked  and  appraised  the  functioning  of  the 
routines  once  they  were  installed.    The  answers  to  the  ouest 
ion  were  groped  as  shewn  in  Table  4.     In  regards  to  the  find 
ings,  the  following  remarks  were  made: 

Prom  this  summary  as  well  as  from  individual 
replies,  it  is  evident  that  many  auditing 
organizations  perform  two  or  even  three  of 
these  functions;  but  it  is  apparent  that  in 
the  majority  of  cases  the  auditing  department 
does  not  originate  routines  and  procedures. 
It's  principal  connection  with  such  operations 
is  checking  and  appraising  the  functioning 
of  authorized  procedures*  (1) 


Table  4 

Fesultg  of  -urvey  ^^[ade 
in  165  Internal  Auditing  Departments 


Extent  of    Responsibility  Number 

Originated  'Routines  62 
Reviewed  and  Approved  Houtines  ">ior  to  Adoption  77 
Checked  and  Appraised  the  Functioning  of 

Authorized  Routines  147 

Total  1R6 


(IV     G.T.Bodman , "Report  of  Industrial  Committee", 
The  Internal  ^^uditor,  (June,  1945) , pp. 59-60* 


*G«  T,  Bodman,  Heport  of  Industrial  GoTnmlttee, 
The  Internal  Auditor^  («^une,  1945),  pp. 59-60. 

"Iille  the  majority  opinion  holds  the  t  systems  and 
routine  origination  and  Installation  should  not  be  a  respon- 
sibility of  the  Internal  auditing  function,  the  Internal 
auditor  should  have  a  good  background  In  systems  work.  In 
order  to  properly  carry  on  the  appraisal  ftinctlon,  the  In- 
ternal auditor  ^ould  have  a  thorou^  background  In  methods 
engineering,  In  aystemg,  In  procedures,  and  in  other  manage- 
ment control  techniques.    He  should  also  know  some  of  the 
fundamentals  of  Job  analysis,  work  simplification,  'j^rork 
measurement,  form  design  and  layout,  and  associated  subject. 
Without  this  knowledge,  the  internal  auditor  would  be 
greatly  handicapped  in  carrying  out  his  respona  Iblllty  of 
keeping  management  informed  of  weaknesses  in  the  existing 
accounting  systems. 

Improving  Acoo  untlr^  ^^ystees 

^'Tiile  the  internal  auditor  is  not  usually  held 
responsible  for  the  origination  of  systems,  he  does  have 
the  responsibility  of  appraising  the  existing  accounting 
systems*    Through  his  review  of  the  Dccountlng  records, 
he  should  be  ^*ble  to  detect  certain  defects  and  be  able  to 
ascertain  the  needs  for  Improving  the  routines  by  which 
the  accounting  data  is  camulated. 

The  appraisal  of  the  accounting  systems  Is  made 
up  of  two  basic  procedures.    The  first  is  auditing  with 


the  objective  of  determining  the  degree  of  compliance  with 
existing  accounting  instructions.    If  mamgement  la  to  real- 
ize the  f\)ll  usefulness  of  the  accounting  data,  the  data 
must  be  developed  along  the  lines  of  consistent  and  uniform 
instructions*    The  second  nrocedure  has  to  do  with  the  forms 
rmd  method  s  which  make  ut)  the  accounting  system.    The  intern- 
al auditor  stiould  assurrje  a  definite  constructive  viewpoint 
in  order  to  determine  what  features  or  elements  of  the  sys- 
tem present  possibilities  for  Improvement,  thus  furthering 
the  aim  of  maintaining  the  accounting  systems  at  a  nolnt  of 
maximum  efficiency.    The  internal  auditor  should  report  all 
opportunities  for  improving  the  existing  system  to  the  div 
islon  of  management  moat  directly  concerned  with  the  matter. 

Implements  of  Management  a s  a  Basis  of  Appraisal 

The  internal  auditor  hn  s  certain  implements  of 

management  at  his  disposal  upon  \'shlch  he  can  base  his 

appraisal.    Thurston  lists  five  of  these  aids  as  Ibllowa: 

L  I^ayout  charts,  against  which  to  verify  the 
maintenance  of  office  and   sftiip  eoulpment. 

SP'orms  manisals,  against  which  to  check  the 
forms  In  use. 

3.  Methods,  procedures,  or  standard  practice 
man\»ls,  against  which  to  substantiate  that 
methods  and  proce'^ures  are  being  followed 
as  presented. 

4.  Organi^ati on  structure  charts,  against 
which  to  verify  that  positions  are  estab- 
lished as  provided  therein  and  that  each 
persOTi  is  carrying  out  the  activity 
assigned* 


&«  Policy  raanmls,  against  which  to  check 
the  Dolicles  being  followed  by  the 
department  or  unit  under  audit.  (1) 

The  aids  or  tools  of  management  heretofore 
mentioned  should  act  as  guide  posts  in  the  Internal  audit- 
or's consMeratlon  of  the  pctiaal  or  Dotential  contribution 
that  each  nortion  of  the  accoijmting  system  mal®  s  toward 
providing  management  with  operating  information. 

In  appraising  the  individual  ^departmental  sys- 
tems, the  internal  auditor  should  keet>  in  mind  the  place 
the  department  plays  in  the  over-all  picture  of  operations. 
The  departmental  records  merely  recorc?  one  segment  of  the 
entire  picture  desired  by  management. 

In  speaking  of  the  internal  auditor's  need  for  a 

broad  viewpoint  in  the  consideration  of  the  effectiveness 

of  a  portion  of  the  accounting  system,  it  has  been  observed: 

The  Accounting  •^stera  is  at  the  same  time 
more  taian  the  sum  of  its  individual  parts 
in  the  sense  that  the  efficiency  of  It  de^ 
penda  on  the  manner  in  which  the  parts  are 
coordinated  and  combines  to  nroduce  the 
final  results.    Here  similar  nrobleras  arise 
as  to  whether  modifications  in  these  relat- 
ionships may  result  in  greater  accuracy, 
less  delay,  or  "^ettrr  presentation  of  data, 
and  v/h ether  these  relationships  can  be  de- 
veloped In  a  more  economical  manner.  (2) 

(1)  .  John  B,  Thirston,  "imnroving  Accounting 

%3tema  Through  Internal  Audits'',  The 
Internal  Aur!  it  or,   (*!arch,194R) ,  pn. 

(2)  ,  Victor  Z.  Brink,  Internal  Auditing,   (New  York: 

The  Ronald  i'ress  "Company,  194l)  "p.  337 • 
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One  of  the  elements  which  plays  an  Important  part 
In  the  attainment  of  an  efficient  account! ng  system  Is  in- 
ternal control.    As  v/as  pointed  out  in  a  previous  chapter, 
adequate  internal  control  calls  for  a  definite  division  of 
Ishor  and  a  nossible  overlapping  of  work  in  order  to  nrovide 
the  ^ccsired  checks,     ^ince  the  training  an3  background  of 
systems  and  procedijre  experts  tend  to  emphasize  the  elements 
of  efficiency  and  economy,  they  may  be  weak  when  it  comes  to 
internal  control.    The  internal  auditor  in  his  appraisal  of 
the  accounting  systems  should  recognize  t>iat  a  need  may  exist 
for  installation  of  certain  additional  steps  in  order  to 
tigjiten  the  internal  control.    A  proper  balance  between  tl^ 
benefits  and  the  cost  involved  must  be  maintained* 

The  internal  auditor  should  also  appraise  the 
accounting  system  from  the  viewpoint  of  the  data  produced. 
This  appraisal  would  be  based  in  part  on  the  shortcomings  of 
the  system  as  shown  in  the  number  of  errors  made  in  the  re- 
cording and  the  compiling  of  the  data.     This  appraisal  should 
be  extended  to  considering  the  various  methods  of  eliminating 
the  causes  of  the  errors. 

The  function  of  determing  the  accwacy  of  the 
accounting  data  is  a  basic  responsibility  of  th?  internal 
auditor.     It  was  to  answer  a  need  for  a  review  of  the 
accounting  data  that  internal  auditing  was  first  initiated. 
While  machine  accounting  has  advanced  the  accounting  process 
from  a  purely  manual  operation  to  a  mechanical  operation. 


the  element  of  error  contlnties  to  exist  aa  It  does  in  all 
human  endeavor* 

The  nature  of  the  errors  to  unci  by  the  internal  a\id- 
itor  may  be  classed  a  a  those  of  a  clerical  nature  and  those 
of  nrlncinle.    Those  of  a  clerical  nature  mav  resvilt  from 
lacVr  or  carelessness?  of  the  pera5nnel .    'l*hose  of  nrlncir^le 
may  result  from  the  lack  of  understanding  of  the  account- 
ing operations  or  faulty  methods  of  conveying  management 
policies  and  desires  to  the  scco»inting  personnel.  The 
errora  may  be  related  directly  to  the  accounts  or  to  the 
methods  and  routines  used  in  gathering  the  basic  information. 
These  error?  may  have  resulted  from  defects  in  the  original 
documents,  the  forms  used,  the  equipment  available,  the  per- 
sonnel factor,  co-ordination  between  d enartment s,  or  many 
other  causes.     In  any  case,  the  internal  auditor  j^ould  make 
a  determined  effort  to  locate  the  defect  and  notify  manage- 
ment so  that  the  necessajry  action  may  be  taken  to  correct 
the  weakness. 

The  discovery  of  fraud  of  any  type  will  Immed- 
iatel-^r  tell  the  internal  auditor  th9t  a  basic  weakness 
exists  in  the  accounting  system.    The  internal  auditor 
should  make  a  study  of  the  case  histories  of  defalcations. 
H©  should  consider  the  manner  in  \7hlch  the  frauds  were 
committed  in  the  li.^t  of  the  protection  against  such 
frauds  given  by  the  system  of  internal  controls  used  in 

his  company. 

In  connection  with  internal  control  as  a 
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Drotectlon  against  fraud,  the  Internal  auditor  *kould  recog- 
nlce  that  It  Is  not  Possible  to  T)erfect  Internal  control  to 
the  point  where  It  Is  absolutely  fr^id  T)roof.    Thus,  the  In- 
ternal auditor  is  Imnrovlns;  the  accounting  system  through 
audit  nro grams  ':^efllgned  to  establish  control  over  transactions 
in  case3  wte  re  it  is  either  impractical  or  too  expensive  to 
work  the  usual  checks  and  controls  into  the  system. 

In  appraising  the  effectiveness  of  an  accounting 
system,  the  internal  auditor  ahould  detew.inc  whether  the 
data  gathered  and  the  control  maintained  are  worth  the  time 
and  the  cost  involved.     The  cost  should  be  a  definite  con- 
sideration in  the  review  of  all  accounting  systefms.  Often, 
the  cost  factor  is  over-looked  and  data  is  accumulated  to  a 
greater  degree  of  accuracy  than  Is  needed  by  management* 
The  internal  auditor  with  his  accounting  background  and  his 
reporting  resnonsibi lity  to  rnanagement  is  in  a  position  to 
co-ordinate  the  accounting  work  rith  management's  needs. 

The  internal  auditor  should  investigate  the  length 
of  time  required  to   assemble  the  final  reports  for  manage- 
ment's use.    This  review  cjhould  not  only  be  mfide  to  determine 
the  cost  of  assembling  the  final  reports  but  alio  to  deter- 
mine when  management  ha  s  the  greatest  need  for  the  report. 
The  value  of  the  reports  ujnially  vary  In  direct  proportion 
to  the  length  of  time  separating  the  transactions  from  the 
time  the  data  is  placed  in  the  hands  of  tjhe  Interested 
parties. 


Thurston,  writing  of  the  need  for  nromptneas  in 

the  preparation  of  rerK)rts  says  tHat  the  Internal  auditor 

shoiild  ask  himself: 

Is  rromptness  sacrificed  for  accuracy  in 
unimportant  details  or  for  figures  v*iich, 
from  a  inanagement  standpoint  would  be 
equally  satisfactory  if  estimated  apnrox- 
iraately?    Can  unnecessary  steps  in  T)re- 
par  at  ion  of  statement  anfi  report??  he 
eliminated?     Is  the  personnel  responsible 
adequate,  both  qualitatively  and  quantita- 
ti-vely?    Can  unnecessary  steps  in  the  nre- 
paration  of  statements  and  renorts  be 
eliminated?  (l) 

The  explanation  for  undue  lapse  of  time  in  pre- 
paration of  the  reports  may  be  due  to  such  factors  as  the 
lack  of  ability  of  the  accounting  tjersonnel,  inadequacy  of 
the  facilities  with  which  they  operate,  or  ^e  manner  in 
which  the  work  they  receive  is  channeled  to  them. 

Another  element  which  the  in^  ernal  auditor  should 
investigate  in  his  apT)ralsal  of  the  accounting  is  whether 
information  of  any  kind  Is  being  accumulated  when  it  is  not 
needed  or  is  not  used.     In  direct  relation  with  the  above 
Investigation,  the  internal  auditor  should  determine  whether 
all  the  information  needed  by  management  is  being  accumul- 
ated by  the  accounting  records  and  whether  it  is  being 
accumulated  in  its  most  useful  form. 

The  above  considerations  go  directly  to  the  heart 


(1).    John  P'.  Thurston,  "The  T?e3nonsib ility  of 
Internal  A\iditlng  for  I-nproving  Accounting 
Reports  to  Management",  The  Interna  1  Audit or, 
(J\me,  194R),  p,  PA* 


of  the  accounting  function.     Records  are  kent  only  for  inan- 
agement  to  use  as  a  control  over  the  operations  of  the  bus- 
iness.    If  sufficient  records  are  not  being  maintained  to 
answer  management's  requirements,  the  system  is  not  ful- 
filling its  function  in  the  organization.     If  needless  in- 
formation is  being  gathered,  an  unnecessary  exnense  is  be- 
ing Incurred  and  again  the  y/stem  Is  in  fault. 

The  previous  considerations  of  the  internal  aud- 
itor's role  in  the  improvement  of  the  system  of  recording 
operating  data  have  been  made  from  the  viewpoint  of  annrais- 
Ing  the  syst^  after  it  has  been  installed.    However,  the 
ideal  situation  would  be  to  discover  the  defects  before  the 
system  was  placed  in  operation,     '^hile  Itie  internal  auditor 
should  not  have  the  responsi H lity  for  originating  the  sys- 
tem, he   «hovjld  have  the  re srxjns ibility  of  critically  review- 
ing the  accounting  systems  or  T^oposed  changes  in  the  exist- 
ing system  before  they  are  placed  in  operation.    A  review  by 
the  internal  auditing  group  with  the  aim  of  correcting  all 
defects  in  a  system  before  it  is  Installed  will  save  manage- 
ment the  time,  worry  are?  expense  of  trying  to  change  a  sys- 
tem after  it  has  been  placed  in  operation* 

The  internal  auditing  function  as  an  extension  of 
the  "eyes"  of  managemmt  has  the  resncn sibility  of  reviewing 

the  workings  of  the  accounting  system  as  a  part  of  every 
unit.    The  internal  airiitor  !=ihould  recognize  breakdowns  in 
the  systems  which  prevent  it  from,  being  of  the  greatest  use 


to  nmnagement.    The  defects  uncovered  should  be  nromotly 
rer)orted  to  Trenagement  along  with  constructive  reconi?nend- 
ationv«?  for  their  correction.    Through  thorou^^ly  performing 
Its  duties  of  appraisal,  the  Internal  auditor  assures  man- 
agement that  the  data  on  which  it  bases  Its  decisions  are 
accurate  and  complete,  and  that  It  has  been  gathered  at 
tne  lowest  possible  cost. 


IPI 

CHAPTET?  IX 
THE  REPORT 

The  Internal  auditor's  work  of  axjpralslng  the  var- 
ious operations  of  the  organization  is  not  coinpleted  until 
the  results  of  the  appraisal  have  been  communicated  to  man- 
agftnent.    The  auditor's  renort  constitutes  the  major  means 
of  conveying  the  information  concerning  his  activities  to 
mam  gement  • 

Auditing  information  can  be  compared  with  account- 
ing information  in  that  the  efficiency  with  which  it  achieves 
its  objectives  denends  directly  on  the  tyne  arid  the  extent 
of  the  reporting.    If  mna gement  does  not  receive  a  report 
of  the  findings  of  the  internal  auditing  groun,  it  does  not 
have  a  basis  for  control  over  the  internal  auditing  activ- 
ities.   The  productiveness  of  the  internal  aijditing  depart- 
ment can  be  best  judged  by  a  review  of  the  reports  of  the 
audits  performed* 

The  reports  of  the  internal  auditor  should  not  be 
designed  or  treated  as  accounting  reports.    The  reports 
issued  by  the  internal  auditinr?  grouD  contains  information 
as  to  the  efficiency  of  the  various  departments  and  units 
reviewed  and  often  contains  reoo  mm  nidations  for  the  correct- 
ion of  the  defects  uncovered.    The  accounting  reports  con- 
tain data,  the  interpretation  of  which  leads  to  control  over 
financial  and  operational  functions.    Thus,  the  difference 


In  content  reouires  a  different  aDoroach  by  management  in 
the  use  of  these  two  reports. 

Ihe  report  of  the  internal  auditor  should  not 
follow  the  form  of  reports  issued  by  the  outside  auditor. 
The  latter  reports  are  desi^^ied  to   serve  definite  profess- 
ional, re  dilatory  and  legal  mirposes.    As  a  resi^lt,  the 
renort  issued  by  the  outside  auditor  ia  fairly  rigid  in 
form*    The  internal  auditor's  report  is  written  only  for 
the  use  of  managenent,  thus  the  wording  and  the  content  of 
the  report  is  direct  at  conveyine;  the  Information  that  will 
aid  Tnanagement  in  controlling  the  function  being  audited. 

In  a  snirvev  made  by  tVte  Industries  Committee  of 
the  Institute  of  -internal  A^idltors  of  171  companies.  It  was 
found  thfit  94"^  of  the  companies  required  written  reports  as 
the  internal  auditor's  method  of  communicating  the  findings 
of  its  audits  to  management.  (1) 

Naturally  the  form  and  the  content  of  the  report 
will  vary  wilh  the  type  of  audit  or  review  performed  by  the 
internal  auditing  group.    The  reports  may  be  broken  down 
under  four  major  groupings.    These  are  J 
1.    Report  on  Kegwlar  Periodic  -f^udlts 
2»    Report  on  f^pecial  Audits 

S.    Peport  on  Sub^lects  Hequiring  Immediate  Attention 
4*    Confidential  Reports  on  Personnel. 

(1).  Report  of  the  Industrial  Committee",  The 
Internal  And  itor,  (June » 1945) ,  60. 
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A3  was  pointed  out,  the  greater  rrKJjority  of  the 
reports  made  by  the  Internal  auditing  group  are  written  re- 
ports.   The  reports  clnaised  in  category  throe  and  four 
could  be  han3  led  In  some  esses  by  an  or.'al  report.  However, 
In  order  to  have  a  permanent  recorrl  not  only  for  the  guid- 
ance of  subseq^ient  audits,  but  al3o  from  which  to  Judge  the 
progress  tm&rrl  perfection  in  oneration  and  ncnager-.ent, 
written  reports  should  be  the  standard  neans  of  Gorimunicatlon 
of  the  internal  auditing  group. 

Reasons  for  '"'rit  ten  Report  a 

The  written  report  la  fJindamental  to  the  operations 
of  an  active  internal  auditing  department*    The  value  of  the 
written  renort  lies  in  the  fact  that  it  establi.^hes  a  clear 
ci3t  means  of  communication  with  all  parties  involved  In  the 
auditing  function. 

Also  the  report  can  be  utilized  at  the  most  oppor- 
tune time  if  the  findings  ai*e  In  writing,    r'anagement  is 
presented  with  all  of  the  necessary  Information  available 
and  can  digest  this  information  at  the  time  trtien  it  Is  most 
convenient.    Moreover,  the  same  infor^uatlon  can  be  furnished 
to  the  department  heads  or  supervisors  of  the  various  activ- 
ities audited  with  little  or  no  extra  effort* 

The  written  report  sets  down  those  matters  which 

involve  significant  departures  from  the  established  policies 

and  procedures.  It  presents  t3ie  conclusions  and.  the  re- 
comrr>endatlons  of  the  Internal  auditing  group  relative  to 


constructive  changes  In  the  activity  reviewed.    The  written 
report  thus  lays  the  ground  work  for  the  ultimate  objective 
of  internal  auditing- -the  nromotlng  of  management  action 
which  will  aid  In  more  efficient  operations  of  the  vnrlous 
functions  of  the  organization. 

The  written  report  is  of  further  general  value  to 
management,  in  that  It  gives  a  review  of  the  data  relative 
to  the  current  financial  and  operational  functions  of  the 
company.    The  renorts  may  contain  financial  statements,  an- 
alytical schedules,  comments  on  unusual  phases  of  one  rations 
and  data  relative  to  the  company*  a  efficiency  and  progress. 
8uch  information  can  he  uaed  by  all  executives  regardless  of 
whether  or  not  they  are  directly  resDonalble  for  th«  unit 
that  was  audited.    'I^e  written  report  provides  a  convenient 
medium  for  a  review  or  discussion  of  important  phases  of  de- 
partmental operations  at  any  time# 

The  written  report  also  furnishes  a  permanent  re- 
cord of  the  work  done  by  the  internal  auditing  groun, 
Plnce  an  audit  may  often  be  a  one  man  oper^-tion,  with  little 
or  no  direct  supervision,  the  repor  t  gives  a  control  over 
the  individual  activities  of  the  internal  auditing  group* 
In  speaking  of  this  function  of  the  written  report, 
Thurston  says? 

Internal  atjdit  reports  an:?  the  work  paners 
behind  them  provide  the  Derma nent  record 
of  the  work  performed  by  the  internal  audit- 
ing department  and  the  results  it  ha  s 
accomplished*     'any  occasions  arise  where  it 
it  is  of  major  importance  to  have  proof  that 
certain  matters  or  situations  were 


recognized  and  that  action  wag  tak'^n 
to  correct  them.  Properly  Indexed  and 
auramarlzet'^ ,  written  Internal  audit  re- 
ports constitute  an  important  record 
of  the  nrogregs  of  dety  rtnient divis- 
ions, and  subsidiaries  and  of  the  bus- 
iness as  a  whole.  (l) 

It  should  be  recognized  that  one  report  is  not 
a  oomnlete  nicture  of  a  department  or  division  of  the  com- 
pany, rather  it  is  a  chapter  In  the  history  of  the  division 
or  unit  that  wag  audited,     therefore,  before  every  audit, 
the  internal  auditor  *ould  acquaint  himself  with  the  prior 
history  of  the  unit  he  is  to  audit.     h\  this  way,  he  is  able 
to  obtain  certain  basic  information  that  will  enable  him  to 
have  a  firm  foundntlan  for  the  audit  he  is  to  perform.  He 
should  determine  how  the  department  or  division  has  been 
operated  in  the  past  and  what  conditions  were  previously 
pointed  out  as  reoulrlng  attention,    '^'he  internal  auditor 
should  determine  #i ether  the  failures  and  defects  disclosed 
in  previous  reports  have  been  corrected,  or.  If  not,  whether 
some  acceptable  reasons  exist  for  their  continuance.  The 
written  report  thus  seta  down  in  a  documentary  fashion  the 
disclosures  of  the  Internal  auditing  group  and  establishes 
a  basis  for  later  references  to  the  accociplishrnent  of  the 
audit  activity.    It  is  often  extremely  important  that  proof 
be  available  that  certain  matters  were  prone rly  recognized 
at  an  earlier  time  by  the  internal  auditing  group. 

(Ill    John  B.  Thurston.  Basic  Internal  kud iting 
and  Techniques,  I  ^cranton,  ^■'enn sylvanla : 
InFemational  Textbook  ^^o.,  1949,  pp. 68-69. 


1S6 

The  close  cooperation  th«t  la  hullt  up  between  the 
Internal  auditor  and  the  outside  auditor  Is  fostered  through 
the  use  of  written  renorts.     Tq  facilitate  the  work  of  the 
outside  auditor,  the  internal  airiitor  should  keen  him  in- 
formed of  a  11  auditing  activities  performed  by  the  internal 
auditing  department.    It  is  highly  advisable  to  promote  this 
flow  of  information  by  forwarding  to  the  outside  auditor 
conies  of  all  the  reports  that  relate  to  the  work  performed 
by  the  outside  auditor.    If  he  is  satisfied  with  the  pro- 
cedures followed  by  the  inteirial  auditing  department,  he 
may  make  only  test  checks  on  certain  phases  of  his  audit. 
As  a  result,  Ihe  outside  auditor  is  able  to  swend  more  time 
on  those  operations  which  he  considers  are  in  need  of  closer 
reviewing.     If  the  outside  auUtor  receives  the  reports  of 
the  internal  auditing  department  at  the  conclusion  of  each 
audit,  he  is  in  a  position  to  investigate  l^-rnediately  sit- 
uations he  may  be  interested  in  instead  of  postponing  such 
action  to  the  time  of  his  regular  audit*     ^'^'uch  reports  also 
help  keen  the  outside  auditor  UD-to-date  wlth  the  progress 
of  t^e  business  between  his  audits,  and  as  a  rf^sult  he  does 
not  lose  time  In  reviewing  past  operations  before  coTnmenclng 
his  a\«ilting  work.     In  cases  Where  written  reports  are  not 
used,  or  if  copies  of  the  written  reoorts  arc  not  sent  to 
the  outside  aiiiiltor,  the  Internal  auditing  department  shold 
make  an  effort  to  Inform  the  outside  airiltor,  either  orally 
or  by  letter,  aboub  all  unusual  findings  that  may  concern 
him. 
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Type  of  v>'rltten  FepoPts 

The  written  renorts  may  be  classlfiefi  Into  t3iree 
dlff-^rent  categories:     latter,  questionnaire  anri  essay  type 
reports.    Kach  type  of  reTX)rt  has  a  special  use  In  conrmun- 
icatlng  the  finds  of  the  internal   aijdltlng  department  to  man- 
agement.   The  type  of  report  selected  fiiould  be  governed  by 
the  consideration  of  which  one  will  best  convey  the  informa- 
tion to  nmnagement  in  the  clearest  and  nost  efficient  form. 

The  letter  tyT>e  of  report  finds  its  greatest  use 
as  a  supplement  to  the  carrying  out  of  the  regular  auditing 
activities*    One  of  these  uses  1  s  of  an  administrative  nat- 
ure when  It  is  used  by  an  internal  auclitor  who  Is  working 
in  outlaying  plants  as  a  means  of  reporting  certain  condit- 
ions and  Who  seeks  further  guidance  from  his  sti?erlora. 
Again,  it  may  be  used  to  call  the  special  attention  of  a 
department  head  to  a  procedure  or  policy  of  which  he  may 
have  been  Ignorant.     Tt  may  be  used  to  confirm  a  fact  which 
has  not  been  fully  substantiated  by  the  internal  auditor  in 
his  working  papers.     Tt  is  felt,  however,  that  this  system  of 
reporting  has  definite  limitations  when  It  is  the  only  type 
of  report  used.    It  represents  an  incomplete  means  of  con- 
veying the  desired  information  in  that  It  1  s  usually  United 
in  length  and  as  a  result  may  be  confined  to  n  few  high- 
llcjits  of  the  audit.    Furthermore,  the  nresenta tion  is  in- 
formal and  includes  none  of  the  financial  statements  or 
schedules  which  are  often  Invaluable  In  conveying  detail 


data  In  the  essay  tyiDe  of  renort. 

The  q iieatlonnalre  type  of  report  consists  of  plac- 
in^,  the  findings  of  the  audit  In  spaces  provided  for  on  a 
printed  form  oarrvlng  a  ll^t  of  specific  auestlons.    One  ad- 
vantage of  the  questionnaire  type  of  report  Is  that  it  pro- 
vides a  uniform  type  of  renort  from  all  auditors  performing 
the  same  type  of  aidlt.    This  type  of  report  also  provides 
a  definite  control  over  the  auditing  rtjethoda  used.  Since 
the  questions  are  specifically  stated,  the  atjditlng  work  Is 
directed  at  predetemlned  o^^Jectlves. 

The  great  danger  in  the  use  of  the  questionnaire 
type  of  report  is  that  tifie  auditing  function  tends  to  be- 
come sterotyped  with  little  or  no  new  investigation  proced- 
ures introduced  by  the  internal  auditor.    The  answering  of 
predetermined  questions  are  likely  to  beoone  mechanical  in 
nature,  resulting  in  a  deficiency  of  constructive  analysis 
and  comment.    I^oreover,  there  are  certain  complex  matters, 
that  the  auditing  f»i notion  should  cover,  which  cannot  be  re- 
duced to  simple  questions  and  ansv/era.     "ince  these  matters 
often  call  for  detailed  explanation,  the  questionnaire  type 
of  report  may  be  inadequate  In  the  extent  of  information 
furnliiied.     The  questionnaire  type  of  report  finds  its  great 
est  usefulness  in  auditing  only  the  simpler  situations  where 
the  auditing  is  very  routine  in  nature.     It  can  also  be  used 
as  a  check  list  or  a  supplemental  schedule  to  an  essay  type 
report. 

The  last  type  of  written  report,  the  essay  type,  1 
the  roost  freqiBntly  used  for  presenting  the  results  of  an 


audit  to  mane  gement •     This  type  of  reoort  answers  the  needs 


In  furnishing  an  ove.r'-all  'Tied la  for  reporting  all  tyr>e.s  of 
auditing  activities.     In  discus 3ln?^^  the  essay  type  of  report 
and  Its  relations  to  the  reioortlng  responsibility  of  the  In- 
ternal auiltor.  Brink  lists  the  desired  characteristics  of 
the  reoort  as  follofws: 

1*    Short  and  concise  letters  of  trans- 
mittal or  Introductory  suTimarles  should 
he  used  to  Indicate  the  findings  of 
special  importance. 

2«    The  report  should  he  broken  un  with  suitable 
headings  to  make  possible  greater  ease  of 
reading  and  to  permit  the  several  executives 
to  select  the  TOtters  in  vrtiich  they  are 
primarily  interested. 

3.  Major  emphasis  should  be  placed  on  findings 
as  to  mr- tte^s  of  sneclal  interest  to  manage- 
ment.   These  would  Include  such  inatters  as 
defective  situr;tions  of  major  Importance 
and  conclusions  or  recotnmendations  as  to  new 
procedure^  or  policies  vsrhich  are  of  real 
significance. 

4.  The  detail  of  routine  and  minor  findings 
should  not  be  given.     If  these  matters  are 
touched  upon  at  all,  only  general  aumriiary 
statements  *iould  be  made. 

5.  Voluminous  schedules  or  analysis  should  be 
avoided  where  possible.     In  the  event  they 
are  neemed  necessary,   SACh  schedules  should 
be  placed  in  the  annendix  and  discussed  in 
surnmry  form  in  the  main  body  of  the  report. 

6.  The  report  should  not  be  crowded  full  of  de- 
tails concerning  routine  audit  procedures 
carried  out.    A  general  statement  on  the 
scope  of  the  audit  is  normally  sufficient  es- 
peciallv  TJh'^^n  the  ai:id  it  Is  based  on  comnany 
manual  of  auditing  procedures.  (1) 


(1)     Victor  Z,  Brink,  ^^anagerlal  Control  Through 
Inte  nal  Auditing,  (J^tamford,  Connecticut: 
Frock  and    vaiiston,  1943),  p.  69 


The  afor^nentloned  six  characteristics  are  all 
aimed  at  the  objective  of  presenting  the  findings  of  the 
internal  auditing  deoart^ent  to  mfsi  agement  in  a  way  that 
it  will  he  of  the  greatest  use. 

The  points  emphasized  depend  to  a  great  degree  on 
the  parties  who  are  to  make  the  greatest  use  of  the  report. 
The  various  detailed  auditing  ope rat ions  are  sometime a  cited 
at  great  length  when  the  party  to  whjon  the  report  is 
directed  Is  interested  nrlTnarlly  in  the  control  exercised 
over  the  operations  and  desires  to  know  the  methods  by 
which  this  control  wan  appraised.    Often  in  retxsrts  which 
are  also  used  by  the  outside  auditor,  the  reT>orting  of  the 
auditing  procedures  used  Ig  desirous.     In  a  report  of  this 
type  it  may  also  be  de'^slred  to  nake  a  detailed  explanation 
of  all  exceptions  found  and  an  account  of  adjustments  made 
to  correct  those  exceptions. 

If  the  Internal  auditing  dcpertirent  has  a  standard- 
ized procedure  of  verification  and  a  written  set  of  audit 
procedures,  the  detail  of  the  irjethods  used  in  the  audit  may 
be  OTnitted.    If  the  nrocedijres  have  been  reviewed  by  the 
outside  auditor  before  being  put  into  practice,  the  outside 
auditor  is  only  interested  where  aufitin^  inethods  other  than 
the  standard  ones  were  used  and  he  so  notified.    On  the 
whole. 
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management  is  seldom  interested  In  the  detailed  methods  of 
performing  the  audit. 

Some  reports  may  place  emphasis  on  the  present- 
ation of  financial  data.    The  financial  data  should  be  em- 
phasized only  where  the  aiiJit  is  aimed  at  some  particular 
financial  operations,  and  the  report  is  directed  to  an 
officer  directly  interested  in  the  financial  control  of  the 
organization.    Ilie  accounting  records  rendered  through  the 
regular  accounting  system  usually  answers  management's  need 
for  financial  data.    However,  in  some  cases  the  internal 
auditor  may  mate  certain  analysis  if  the  financial  data 
gathered  by  the  accoTinting  system.     In  such  cases  the  pre- 
sentation of   financial  data  is  the  sole  objective  of  the 
report •    Care  must  be  taken  in  the  presentation  of  such  data 
so  that  the  results  will  not  be  a  bulky  document  which  cani- 
ne t  be  effectively  and  conveniently  used  by  management. 

Since  the  central  theme  of  the  intemal  auditing 
function  is  the  appraisal  of  otx; rat  1  cai s ,  the  usual  auditing 
report  should  place  emrAiaaif?  on  unusual  or  defective  situa- 
tions that  were  found.    Tiie  report  should  provide  manage- 
ment with  all  the  Information  needed  for  effective  control 
of  operations  without  burdening  the  executive  with  mountains 
of  detail.    The  acid  proof  test  is  whether  the  comments  and 
schedules  in  the  reoort  are  of  use  to  management  and  whether 
they  will  produce  maximum  results  with  minimum  effort.  The 
report  should  be  a  basis  for  management  in  its  appraisal  of 


of  organisational  resnonalhlllty,  in  forming  its  decisions 
on  special  actions  or  in  its  modification  of  current 
policies  and  procedures. 

Pel  ease  of  Reports 

Fxtreme  care  nust  be  taken  to  see  that  Items  re- 
ported ere  accurate  before  the  rerort  is  released,    T^ie  in- 
ternal ai¥^it  renort  reriresents  a  formal  Tueana  of  reporting 
to  a  hl^er  authority;  thus,  the  ouality  of  Ihe  internal 
auditor's  work  is  .ludged  by  the  accuracv  of  the  reports  he 
renders.    One  of  the  surest  ways  of  ascertaining  the  accur- 
acy of  the  report  and  at  the    sam*^  time  obtaining  the  view- 
point of  the  operating  nersonnel  Is  to  discus?^  the  renort 
with  the  head  of  the  department  or  unit  audited.    The  intern- 
al auditor  in  the  coixrse  of  his  work  ijay  have  arrived  at  a 
mistaken  or  s <»il -erroneous  conclu'ilon  from  the  facts  he  re- 
viewed.   The  head  o^   the  department  or  unit  audited  may  b© 
able  to  point  out  certain  circumstances  which  would  make 
nortions  of  the  renort  inaccurate  or  misleading.     The  corr- 
ection or  modifications  of  such  nortions  will  avoid  later 
embarrassment  for  the  internal  auditor  and  at  the  same  time 
present  rmna^yement  with  a  more  accurate  picture  of  the  sit- 
uation.   Moreover,  the  procedure  of  discussing  the  fl.ndings 
of  the  renort  v/lth  the  local  officers  responsible  for  the 
department  that  was  audited  represents  a  gesture  of  team- 
work and  cooperation  which  will  tend  to  promote  a  closer 
spirit  between  the  operating  and   the  auditing  personnel. 
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It  will  enable  both  parties  to  get  a  better  Insl^dit  into  the 
work  and  the  problems  of  the  other.    A  free  exchange  of  view 
points  in  regarcJs  to  the  findings  of  the  internal  au-iitor 
should  result  in  more  efficient  intemal  auditing. 

In  every  report  there  are  certain  matters  which 
more  or  less  are  in  the  category  of  a  confidential  nature. 
?5uch  witters  as  may  be  related  to  attitudes,  compensation  or 
efficiency  of  the  local  officers  could  hardly  be  discussed 
with  tbe  8e  officers  until  the  renort  was  nresented  to  those 
officials  of  management  desiring  Ihe  information.    ?.uch  re- 
r>ort9  are  by  far  in  the  minority,  thus  tbe  n;reflter  Dercent- 
age  of  the  renorts  csn  be  discussed  with  the  officials  re- 
sponsible for  the  unit  auded  before  the  reDort  is  presented 
to  higher  management. 

In  an  organization  xvhere  the  internal  auditing 
function  operates  over  a  wide  geo  graphical  area,  the  cent- 
ral internal  auditing  office  should  be  the  point  of  release 
for  all  reports.    The  most  satisfactory  procef^ure  found  for 
the  preraration  of  reports  is  for  the  internal  auditor  who 
performed  the  audit  to  write  the  report  at  the  time  the  aud- 
it is  made.     In  this  way  certain  noints  that  arise  In  the 
course  of  writing  the  report  may  be  answered  at  first  hand. 
The  auditor  should  then  send  the  report  along  wiUi  the  file 
of  working  p^B^ers  to  the  central  internal  auditing  office. 
The  central  office  will  review  the  report  and  check  It  against 
the  working  papers  as  Is  deemed  necessary.    Often  the  audit- 


or  perfomlng  the  aii^lt  In  30  close  to  the  work  that  he  may 
take  certain  facts  for  granted.    Ilie  central  office  in  its 
review  of  the  report  can  detect  anr'   correct  statements  which 
may  be  misle-^dlng  or  ambiguous.    In  reviewing  the  report. 
Questions  mnj  0 rl  se  which  call  fbr  further  exnlanation*  In 
such  cases,  the  auditor  who  performed  the  audit  ahould  be 
personally  consulted  If  he  I.t  available.    Hnce  the  report 
has  been  thoroughly  reviewed  and  is  ready  for  f oi*mal  release, 
it  !«(hould  be  released  owr  the  chief  auditor's  si^jnature  as 
the  renresenta tive  of  the  interns  1  auditing  department. 


If  the  defects  end  errors  discloaed  by  the  intern- 
al auditor  in  the  ronort  are  not  corrected,  the  entire  tine 
and  energy  spent  on  perforwin^^  the  au^it  are  wasted*  In 
writing  of  the  necessity  for  action  based  on  the  findings 
of  the  renort.  Brink  saya  : 

The  final  realization  of  internal  audit- 
ing objectives  is  accomplished  throu^ 
the  realization  of  the  air^it  flndln^is  in 
applying  the  needed  action,         a  major 
extent  this  in  in  the  hand;j  of  manage- 
Tnent  once  the  matters  have  been  renorted 
to  the  execostlve  ^roup  by  the  internal 
auditing  denartraent.    '-Tille  the  internal 
,  auditin/j  group  cannot  force  nanagonent 
to  take  action  along  a  particular  line, 
it  can,  havever,  contribute  to  the  ir.ore 
efficient  utilization  of  t^e  audit  date 
in  several  wayg.  (1) 


(  ^.    Victor  ^#  Brink,  Internal  Auditing, 

(New  York:  The  i^nal^"?re98  Co'TTpany, 
1941),  pp.  421-422. 


The  chief  airlltor  as  head  of  the  Internal  aiiSlting 
department  can  be  a  powerful  force  In  the  organization  and 
can  do  much  to  Induce  action  relative  to  the  findings  renort- 
ed.    He  has  the  opportunity  to  clarify  reoort  data,  and  as 
the  focal  point  of  all  audit  findings  he  has  a  background 
which  enables  him  to  supplement  the  report  with  additional 
information.    By  maintaining  constant  contact  with  the  var- 
ious activities  of  the  comnany,  he  is  in  a  Position  to  deter- 
mine whether  particular  matters  reported  are  being  actively 
followed  through.     In  cases  where  he  knows  that  findings  of 
the  audits  have  been  sidetracked  or  delayed  in  presentation 
to  the  narties  concerned,  his  constant  contact  with  the  exec- 
utive groun  places  him  in  a  position  to  advance  the  nresent- 
atlon  by  calling  the  matter  to  the  attention  of  management. 
Thus,  while  the  chief  auditor  is  not  a  part  of  line  manage- 
ment, he  can  aid  management  by  keeping  constantly  before 
them  matters  that  need  their  attention. 

A  rsecond  way  in  which  the  internal  auditing  group 
can  a  Id  in  furthering  efficient  operations  1"^!  through  a  re- 
examination of  defects  uncovered  in  previous  audits.  Before 
starting  on  an  audit,  the  auditor  in  charge  should  review  the 
previous  audit  reoorts  regarding  the  \mit  he  Is  to  audit. 
He  should  determine  what  action  had  been  taken  in  regards  to 
the  recommendations  mde  In  the  audit  renort.    If  no  action 
has  been  taken  he  should  review  the  matter.     If  a  change  In 
method  Is  needed  or  a  defect  still  exists,  he  should  again 
make  the  re  commentation  a  part  of  his  report  and  state  that 
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no  action  had  been  taken  on  a  r>revlou3  recommendation. 

In  speakinf;  of  the  need  for  reviewlnir  previous 

audit  reports,  it  has  been  said: 

If  each  internal  auditor  thus  reviews  the  pro- 
ceeding report,  all  unfinished  business  will 
automatically  be  carried  forward  and  each  year 
be  emphasized  without  the  necessity  of  the  new 
auditor  referring  to  all  previous  reports* 
Many  matters  with  which  the  internal  auditor 
has  to  deal  cannot  be  changed  in  a  complete 
manner  within  single  audit  periods.    The  pro- 
gram of  constructive  modification  must  often 
be  i(?Tednal  and  worked  over  a  considerable 
period  of  time.  (1) 


Submitting  The  Heport 

The  report  should  be  submitted  to  the  appropriate 
ma.^or  executive  as  soon  as  possible.     It  is  important  that 
the  report  be  prepRred  promptly  by  the  internal  auditor  since 
any  delay  in  writing  the  report  will  tend  to  weaken  the  mem* 
ory  of  the  auditor  in  regards  to  the  finding:^  of  the  report 
and  nay  have  an  adverse  effect  on  the  nuality  of  the  report. 
From  the  viewpoint  of  the  activity  which  w&s  audited,  prompt- 
ness in  presenting  the  audit  report  will  give  greater  effect- 
iveness to  the  report.    T>elay  In  n»king  known  the  results  of 
the  audit  to  the  denprtmental  head  concerned  will  lessen  his 
interest  in  the  findings  rv^  will  penriit  conditions  which  need 
to  be  corrected  to  continue  for  a  lonjxer  period  of  time. 

A  problem  sometimes  arises  In  the  control  of  the 
work  of  the  internal  auditing  f^roup*    A  a  an  aid  to  controlling 
ing  the  atiditing  activities  the  chief  auditor  should  state 


(1).    Victor  2,  Brink,  Intomal  Mid  it Ing,  ( X^ew  York: 
The  Ronald  ^^ress  tJompany,'  l94l),  p.  422, 
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the  period  covered  and  werhaos  attach  a  note  to  the  report 
going  to  the  executive  to  whom  he  reixjrts,  giving  the  num- 
ber of  man-hours  Involved  in  performing  the  audit. 

As  a  further  aid       this  control,  Nicholson  makes 
the  following  suggestion: 

I  hold  that  the  aiidltor  shoiild  he 
required  to  prepare  a  schedule  near 
the  end  of  each  year  which  sets  forth 
the  title  of  the  audit  anr3  the  number 
of  man-hours  to  be  consumed  during 
eacb  examlmtlon  for  the  coming  -^ear. 
Furthermore,  I  believe  a  column  should 
be  orovlde'?  which  iTtllcated  the  time 
spent  on  the  last  similar  a^rlit  to 
enable  raanagement  to  ask  questions  con- 
cerning Increase  or  decrease  In 
auditing  hours.  (1) 

In  regards  to  the  above  suggestion,  l^Jloholson  says 
that  he  does  not  believe  that  the  chief  auditor  ^ould  dis- 
close to  anyone,  Includinj^  his  superior,  the  date  on  which 
the  audit  will  be  performed. 

In  submitting  the  report,  greot  care  should  be 
taken  In  preparing  every  portion  of  the  report •    The  manner 
In  which  a  report  is  written  and  the  four,  in  which  it  1  s 
aiibraltted  will  have  a  great  bearing  on  the  effect  it  will 
have  In  stirring;  un  anproxlmate  action.    The  report  is 
often  the  only  contact  that  many  executives  have  with  the 
Internal  auditing  d  enartment,  and  as  a  result  they  Judge  the 
work  of  the  departanent  strictly  on  the  reports  which  are 
submitted  to  them. 


(IV    Frank       ?Ucholson,  Report  'Vrltlng", 
Internal  Aul itlng  Looks  Ahead,  (New 
York:  The  Institute  "oF  internal 
Auditors,  1949),  pp.  17-19. 


CHAPTEF  X 

THE  IHTEHNAL  AUDITOR  AND  THE  OUTSIDE  AUDI  TOP 


Need  By  Out  side  Auditor  ^or  Add  Itl  onal  Md 

The  past  fifteen  years  have  seen  vast  changes  In 
the  resTXjnalbllltles  of  both  the  Internal  auditor  and  the 
outslr^e  auditor  or  public  accountant,    'i'he  outside  auditor's 
field  has  been  enlarged  through  the  addition  of  new  respon- 
slbilities.    These  new  responsibilities  have  forced  the  out- 
side auditor  to  seek  new  techniques  and  "«thod3  to  verify 
the  accuracy  of  the  statements  he  is  called  upon  to  certify* 
As  a  result  of  this  Increased  responsibility  the  outside 
auditor  has  turned  to  the  internal  auditor  for  aid. 

In  su-'nTTiing  yjBp  the  need  for  close  cooperation  be- 
tween the  internal  and  the  outside  auditor,  Brin^  observes: 

Since  the  outside  auditor  cannot  make  a 
detailed  audit  of  all  company  transactions 
he  must  rely  to  a  considerable  extent  on 
the  adequacy  of  the  comnany's  internal 
Drocedures.    A  substantial  part  of  his  ex- 
amination is,  in  fact,  concerned  with 
testing  of  the  comoany's  systen  of  Internal 
control*    Because  of  this  deT>erTdence  on  in- 
ternal control,  the  outside  au'itor  is 
definitely  Interested  In  the  internal  audit- 
ing nrogram.  (1) 

The  Increase  in  the  size  of  the  average  co mora t ion 
has  brought  about  changes  in  the  relationship  between  the  cor- 
porate organization  and  the  outside  auditor.    The  relationship 


(IV    Victor  A.  Brink,  Managerial  Control 
Through  Internal  Auditl ng",   (  stainf ord , 
c;onnecTlcut :    i^rock  a""nd  .  alls  ton,  1943)  ,p.85 
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has  changed  from  an  intimate  one      ere  the  outside  airiitor 
has  a  firm  knowledge  of  most  of  the  transactions  to  one  where 
he  is  able  to  verify  only  the  figures  that  have  a  direct 
bearing  on  the  publl3hed  financlsl  statements.     In  the  past 
the  outside  auditor  often  had  a  major  role  in  the  develop- 
ment of  the  roiitix^s  by  which  the  accomtlng  data  was  gathered. 
He  was  thereforre  much  closer  to  the  source  of  the  data  and 
could  certify  the  financial  statements  with  considerable  con- 
fid  ence» 

The  introduction  of  specialized  accounting  officers, 
the  increase  in  the  number  of  accounting  transactions  and  the 
geographical  expansion  of  operations  have  all  worked  to  sep- 
arate the  outside  auditor  from  the  basic  detail  data  of  oper- 
ations.   The  complexity  of  the  company's  operations  have  led 
to  the  development  of  specialized  procedures  and  routines 
which  are  increasingly  difficult  for  the  outside  auditor  to 
har^le  in  the  comnaratively  short  time  a  Ho  ted  for  his  work. 
In  writing  of  the  increased  need  for  specialized  knowledge 
in  auditing  technical  operations,  ^rinic  states: 

Certain  auditing^  operations  of  the  out- 
side au!iitor  are  made  exceedingly  diffi- 
cult by  his  lack  cf  special  knowledge 
concerning  the  nroducts  anfl  nhysical 
operations  of  each  company,    '^^^is  is  true, 
for  example,  in  the  examination  of  invent- 
ories, or,  as  another  example,  fixed 
assets.  (1) 

(1).    Victor  Z,  Brink,  Managerial  Control  Through 
Internal  Audi ti ng ,   (  t amFo rd ,  0' on ne c 1 1  cu t ; 
Frock  and  Wallsfon,  1943),  p.  R9. 


The  internal  auditor  througji  his  daily  contacts 
with  opeiatlons  and  operating  personnel  s  hould  have  a  tech* 
nical  background  which  will  aid  the  outride  auditor  in  his 
work#    Through  either  working  with  the  outside  auditor  or 
else  always  being  available  to  explain  certain  details,  the 
internal  auditor  can  save  the  outsldo  auditor  a  :^^veat  deal 
of  time  arr?  trouble. 

The  modem  corporation  is  fins  need  b:^  the  thous- 
ands of  individual3  who  have  no  part  in  the  Tnanagenent  of 
coroorate  affairs.    The  stockholders  deperti  on  the  published 
financial  statement  for  an  accounting  of  the  way  management 
Is  operating  the  business.    The  reliability  of  the  published 
statements  must  be  vouched  for  by  a  competent,  disinterested 
outside  party.     It  is  in  the  role  of  a  disinterested  review- 
er of  the  operations  of  the  company  that  the  outside  auditor 
assumes  his  greatest  re sixjnsibility.    "  ith  the  increased 
difficulty  of  nerfortning  detailed  audits,  the  outside  audit- 
or has  been  forced  to  rely  more  anri  inore  on  the  functioning 
of  the  Internal  controls  of  the  organization  for  the  accur- 
acy of  the  data  gathered  by  accoainting  routines,  particular- 
ly as  these  controls  are  related  to  the  data  developed  for 
the  financial  statements. 

In  the  chapter  on  controls,  it  was  pointer?  out  that 
the  internal  auditor  was  responsible  for  making  freouent 
checks  on  the  o orations  of  the  controls  and  for  reporting 
all  cases  where  the  ccntrols  have  broken  down.    The  depend- 
ence of  the  outside  auditor  on  the  proper  Auctioning  of 
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the  internal  controls  Yi&s  resulted  In  a  close  o>>3ervance  of 
the  methods  used  "by  the  Internal  auditing  group  In  its 
function  of  auditing  the  various  phases  of  the  organization* 

The  out9lde  auditor  Is  further  interested  in  the 
work  of  the  internal  auditing  group  becauise  the  internal 
auditing  function  is  one  of  making  an  inde-oendent  review 
an"^  appraisal  of  ccnpany  activity  fron  within  the  organlr.a- 
tlon.     It  is  a  groixp  which  carries  on  an  activity  and  uses 
methods  and  tecSiniques  similar  to  those  of  the  outside 
auditor.    Thus  while  the  ohiectlves  of  the  two  auditing 
groups  may  not  be  the  same,  the  findings  of  one  group  may 
often  be  used  bv  the  other  in  the  course  of  their  audits. 
The  training  and  the  backgrou.nci  of  these  two  groupf?  should 
act  as  a  sunplement  to  each  other  In  funiishlnti  management 
with  the  information  it  desires. 

The  broad,  general  experience  of  the  outside  audit- 
or in  umny  phases  of  accounting  arr5  In  various  types  of  In- 
dira trie gives  him  a  wealth  of  background,  that  will  be  of  aid 
to  his  client*    The  internal  auditor,  on  the  other  hand, 
through  his  close  association  with  the  various  phases  of 
operations  in  a  particular  organization  is  thoroughly  fam- 
iliar with  the  technical  details  of  operations,  work- 
ing together  the  outside  auditor  can  aid  the  Internal  aud- 
itor and  at  the  same  time  receive  important  aid  from  the 
internal  auditor. 

While  the  work  of  the  two  auditing  groups  supplement 
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each  other,  their  prime  objectives  are  not  the  same.  The 
outslie  aufiltor's  work  is  directed  to  the  certification  of 
the  comnany's  financial  statements,  an-^  every  detail  of  his 
arjdlt  is  consciously  or  unconaclously  directed  toward,  the 
carrying  out  of  th>it  responsibility.    The  internal  auditor's 
prline  ohjcctive  Is  t^be  review  of  lnt;em«al  ope  rations  for 
the  benefit  of  mana gemfin  t . 

Tt  should  be  recognized  that  the  primary  respon- 
sibility for  the  validity  of  the  fJnr.ncial  statements  is 
not  the  outside  auditor  but  ^nngernent*a  responsibility, 
ffana/^ement  has  realized  this  more  in  recent  years.    The  out- 
side auditor  often  uses  written  conf IrirB  tions  signed  by  an 
officer  of  the  oornT5any,  setting  forth  the  officer's  belief 
in  the  accuracy  of  the  mrticular  set  of  data  and  at  the 
same  time  setting  forth  the  conditions  or  practices  which  may 
have  a  bearing  on  the  validity  of  the  data.    The  practice  of 
si^gfilng  such  data  has  Increased  the  realization  of  the  comp  - 
any  officers  to  the  fict  that  tti  ey  have  a  definite  basic  re- 
sponsibility for  the  accuracy  of  the  financial  data.  HTie 
awareness  to  this  r enponsib illty  has  caused  management  to 
looT'c  for  a  verifying?;  agency  to  operate  from  with  the  organ- 
ization.    It  is  in  this  role  of  a  reviewing  agencv  that  the 
internal  auditor  has  co^ne  into  Its  Inportant  position  as  a 
verifying  agency.     Tt  also  orov ides  an  important  illustra- 
tion of  the  close  relationship  extistin/3  between  the  two 
aud  it  ing  group  s . 
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Ooordlna tlon  of  ^ork 

Coordination  between  the  Internal  auditor  and  the 
outside  a^jdltor  may  be  broken  Into  two  cate^j-orles.  This 
hreskdoirn  nay  be  classed  as  coordination  throw^h  Indeoend- 
ent  audita  and  coordination  through  joint  audits. 

As  was  pointed  out  nrevlously  In  this  chapter, 
the  work  of  the  Internal  •=iudltor  and  the  work  of  the  out- 
side au-lltor  Is  coTirol ementary.    Blnce  the  two  auditing 
groups  ar''^  especially  qualified  to  perform  certain  types  of 
auditing,  coordination  la  often  achieved  by  having  the  out- 
side auditor  use  the  reports  developed  by  the  internal  audit- 
ing group* 

In  order  to  be  able  to  males  use  of  the  work  done  by 
the  internal  auditor,  the  outside  auditor  s&io^ild  have  a  Pre- 
determined procrern  of  what  inf  or  motion  he  will  use.    The  out- 
side auditor  should  confer  early  in  the  year  with  the  Chief 
Atiditor  In  regard  to  ttil's  Program,    ^^t  this  conference  the 
audit  pro/jram  should  be  revlevred  not  only  as  to  v/hat  depart- 
ments anr?  units  will  be  audited,  but  also  In  the  llH^it  of 
what  audltlnr  proce^Tjres  aifl  standards  are  to  be  followed* 
The  or^tslde  auditor  shoiilfl  determine  Whether  the  procedures 
are  of  sufficient  scope,  and  if  the  results  of  the  audit  can 
be  used  to  the  fullest  extent  in  ellmlnatln,^  certain  phases 
of  his  work  in^^lvincr;  detailed  aijr!itlng. 

In  writing  of  this  type  of  coordination  of  audit- 
ing activities,  •■'emtz  states: 


144 


The  internal  auditor  can,  and  Is  expected 
to  undertake  more  exhaustive  Inaulries  and 
l9  likely  to  have  a  hetter  nraop  of  the 
technical  matters  involved  in  the  comoany*s 
operations  than  has  the  public  accountant* 
Hence  the  internal  auditor  will  usually  be 
snecif Ically  qualified  and  adept  in 
detailed  investigations  of  particular 
feat^ires  of  the  company's  financial  affairs. 
(1) 

Every  effort  should  be  made  to  develope  a  nrograTB 
that  will  eliminate  duplication  of  effort,  e socially  in  de- 
tailed verification.    The  outside  air!  i tor  as  a  specialist  in 
his  field  and  can  often  aid  the  internal  auditor  in  setting 
up  his  audit  program. 

Management  should  encourage  the  internal  auditor 
to  seek  the  advice  of  the  outside  auditor  on  problems  which 
may  arise  thro ut:^ out  the  year.     !'ar«i geraent  should  instruct 
the  outside  auditor  to  work  closely  with  the  internal  audit- 
or and  to  recognize  the  internal  auditor  as  management's 
representative  in  all  matters  relating  to  verification  of 
financial  matters. 

The  work  done  by  the  internal  auditing  grouD  can 
and  shaild  be  used  to  red^jce  the  ti^rie  spent  by  the  outside 
auditor  in  perfoming  the  annual  audit,     '^roner  coordina- 
tion between  ttie  two  fields  of  auditing  can  be  of  real  bene- 
fit to  management  In  the  form  of  redixjed  cost  of  certifica- 
tion, imnrovements  in  the  system  of  internal  control,  snd  in 


(!)•    William  M.  ^'erntz,  "viewpoint  of  The 

^'ecurities  and  Exchange  Oonmi3s5on  ort 

Internal  ^^uditlng".  Journal  of  Accountancy, 
(December,  1943),  p.  ?f6T 


more  dependable  financial  statements,    l^he  ontalde  aurlltor 


will  benefit  In  the  sense  that  full  coordination  will  per- 
mit him  to  render  his  most  effective  service  at  a  mlnlmim 
of  coat. 

In  speaking  of  the  cost  advantage  In  coordinat- 
ing the  work  of  the  Internal  auditor  and  the  outside 
auditor.  Brink  states: 

In  as  much  as  tho  cost  of  nrovldlng 
Internal  auditing  effort  l3  ao  much 
less  than  th*it  of  provl'^lnr^;  the  ser- 
vices of  the  outside  auditor,  it  Is  to 
be  expected  the  t  Internal  auditing  op- 
erations will  be  carried  on  In  a  much 
more  detailed  manner,     The  outside  aud- 
itor, on  the  other  hand,  will  confine 
his  verification  efforts  to  the  matters 
of  greatest  Importance  and  will  utilize 
the  test  check  device  where  the  volume 
of  detail  Is  goo  great,  (l) 

^eloubet  supports  the  theory  that  the  Internal  aud- 
iting department  can  furnish  detailed  audit  information  at 
a  lower  cost. 

Furthermore,  It  la  generally  true  that 
In  the  detailed  remil  rements  of  an 
Internal  audit  staff,  familiarity  with 
one  indvistry,  and  with  the  client's 
affairs  in  particular,  probably  make  the 
work  of  the  internal  auditor  more  effect- 
ive and  '^'ore  econo^^lcal  than  that  of  the 
staff  of  a  public  accountant.     The  latter, 
however  well  trained  generally  it  may  be, 
must,  as  a  natural  re er.i It  of  being  orepared 
to  meet  almost  any  situation  at  short  notice, 
be-le.*.?  expert  in  a  narticular  industry  than 
a  grouT^  of  men  who  have  spent  some  time  in 
the  employ  of  a  client  as  Internal  audi  tors  .(2) 


Victor  ^. Bring,  Internal  Auril ting ^  ( New  York; 
The  Ronald  i'ress  Uompany,1941) ,  p.  464. 

(2).  Maurice  E.  Peloubet,  ^ud  it  V' or  king  Papers, 
(^^ew  York:  ^lie  American  institute  -^ubli sh- 
Ing  Company,  1937),  p.  2.*^. 
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The  chief  auditor  should  provide  the  outside 
auditor  with  precise,  comprehensive  Information  as  to  what 
the  internal  auditing  group  has  and  has  not  accomplished  in 
the  substantiation  of  the  corporate  accounts •    The  outside 
auditor  sfiiould  be  kept  noabed  on  the  current  activities  of 
the  internal  auditing  group  throuf^h  recelnt  of  copies  of 
the  report  of  each  audit.    If  the  outside  au5itor  is  sble 
to  review  the  work  of  the  internal  auditor  as  the  year  Pro- 
gresses, he  will  be  able  to  plan  his  annual  audit  with  a 
fuller  understanding  of  the  pro>^lems  of  his  client.    He  will 
be  able  to  pick  out  the  ma.jor  exceptions  brought  to  light  by 
the  internal  auditor.    The  outside  auditor  should  keep  a  list 
of  these  major  exceptions  and  should  make  definite  inquiries 
as  to  what  action  has  been  taken  to  correct  them.     In  cases 
where  he  is  not  fully  satisfied  with  the  explanation,  the  out- 
side auditor  should  make  an  independent  review  of  the  situ- 
ation.   If  the  outside  auditor  fbllows  this  type  of  action, 
management  can  be  doubly  sure  that  thef  ndings  presented  by 
the  internal  auditor  will  be  put  to  a  beneficial  use. 

The  contacts  built  up  by  the  members  of  the  intern- 
al audit  demrtment  can  be  of  great  use  to  the  outside  audit- 
or*   The  internal  aijditor  is  familiar  with  the  or-ganization- 
al  8et»up,  and  can  often  direct  the  outside  auditor  to  the 
rl^t  party  for  certain  desired  Infoymatlon.    The  internal 
auditor  is  familiar  with  the  routines  and  procedures  foll- 
owfed  by  the  various  units  of  the  organization;  thus  he  can 
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aid  the  outside  airiltor  by  exDlalnlng  comrfiny  methods  and 
practices  whenever  the  Information  is  desired. 

The  personnel  of  the  Internal  audit in^^  department 
can  often  assist  the  outside  auditor  in  the  observation  of 
the  taking  of  inventories  and  in  the  physical  testing  of 
inventories.    The  technical  aswcts  of  many  inventories  pre- 
vent the  outside  auditor  from  being  II3  lly  ciuallified  to  act 
as  an  appraiser  of  the  Tnaterlals.     If  the  cownany  does  not 
have  an  internal  auditing  dcDartment  whichcoordlnate'^  Its 
work  with  the  outside  auditor,  it  would  be  necessar^/  for  the 
outside  auditor  to  substantially  extend  the  scope  of  his  aud- 
it so  as  to  assure  himself  of  the  reasonableness  of  the  in- 
ventory figure.    In  writing  of  the  various  ways  of  coordin- 
ating; the  work  of  the  internal  auditor  with  the  outside 
auditor.  Prink  states: 

The  internal  auditor  possesses,  to  some 
extent,  that  which  the  outside  aiiditor 
lacks  -  a  familiarity  with  technical 
aspects  of  the  commny^s  products.  This 
special  knowledge  can  be  utilized  effect- 
ively by  the  outside  auditor  either  through 
a  f^reater  reliance  th-st  can  be  placed  on 
the  internal  a\x:lltor*s  Invraitories,  or 
throu^  the  direct  11  se  of  internal  audit- 
ors in  assisting  the  outside  auditor  when 
the  latter  Tiakes  his  own  physical  verific- 
ations.    It  would  seem  that  a  parties  la  rly 
useful  and  important  basis  of  coordination 
is  Provided  here,  and  one  which  will  be 
utilized  to  an  increasing  extent  In  the 
future.  (1) 


(l)t    Victor  ^*  Brink,  Internal  Auditing, 
(J*ew  York:    The  ^^onald  f'ress  Coiripan^^, 
1941),  p.  473. 


The  outside  andltor  cannot  rely  wholly  ypon  the 
reports  of  the  'nternal  auditor.    In  order  to  justify  his 
certification  in  his  own  mind,  he  must  still  do  a  certain 
amount  of  testing  and  sampling  beyond  that  done  by  the  in- 
ternal audit^ors.     TTowever,  if  the  internal  audit  reports 
reflect  intensive  and  satisfactory  exstninat Ions,  and  If 
experience  .justifies  reliance  upon  the  credibility  of  in- 
ternal audit  reports,  the  outside  auditor  raay  safely  plan 
his  tym  program  with  reasonable  expectation  that  his  own 
testing  of  detail  will  corroborate  the  findings  of  the 
internal  auditor  reports. 

Joint  Audita 

The  term  "joint  axjdit"  refers  to  that  type  of  audit 
in  which  the  various  phases  of  work  are  divided  between  the 
internal  auditor  and  the  outside  auditor,  and  ar^  carried  out 
at  substantially  the  same  time.     The  work  performed  pertains 
directly  to  the  outside  audi  tor  *3  function  of  certifying  the 
published  f  Imncial  st^temaits. 

The  joint  auJit  is  of  comparatively  recent  origin. 
It  was  not  until  1942  that  joint  amdits  achieved  their  full 
Imoortance.    This  iinportance  resisted  from  the  continued  need 
for  acc^jrate  accounting  while  the  man-power  of  the  outside 
accountants  were  drastically  cut  b-'-  the  demands  of  the  armed 
force*    As  a  result  audits  were  planned  whereby  the  intern- 
al auditing  personnel  w  ou Id  work  clo  5elv  with  the  outside 


auditor  in  carrying  out  the  annual  audit  nrograTn.    As  a  re- 
sult of  the^ie  early  efforts,  management  has  hecoms  increas- 
ingly aware  of  the  advartbages  of  a  well  coordinated  joint 
audit  program.    The  joint  audit  is  possible  l~«cai;se  the  fund 
amental  and  primary  responsibility  for  the  pcciaracy  of  the 
financial  statements  rests  with  management  and  not  entirely 
with  the  outside  auditor  who  certifies  the  information  as 
being  fairly  presented. 

The  basis  of  a  joint  audit  is  a  well  prepared, 
written  program  that  will  lead  to  a  a;«7ncronl'^atl on  of 
effort*    The  extent  to  which  such  synchronization  can  be 
achieved  is  dependent  upon  the  limitations  to  which  the  out- 
side auditor  Is  willing  to  confine  his  work  and  to  pass  work 
on  to  the  internal  aiditor.     The  establishment  of  such  limit 
ations  by  the  outside  auditor  is  greatly  dependent  upon  the 
organization  of  the  ccsnpany  being  audited.  Its  procedures, 
and  its  system  of  internal  control.    The  second  factor  in 
the  establishment  of  auch  limitations  is  tiie  size,  the  cal- 
iber and  the  status  of  independence  of  the  internal  audit- 
ing department. 

The  extent  to  which  the  outside  auditor  i?»y  del- 
egate auditing  responaibilities  to  the  internal  auditor  is 
dependent  on  the  judgement  of  the  ait  side  auditor.  This 
dependence  Is  commented  on  by  ?eloubet  as  follows 

Hoivever,  the  distribufcion  of  responsi- 
bility between  the  independent  and  the 
internal  auditor  is  by  no  means  uniform 
or  consistent  in  different  organizations, 
and  the  extent  of  the  reliance  which  the 
independent  auditor  may  place  on  the 


work  of  the  Internal  audit  staff  la 
determined  by  Its  personnel  and  by  the 
attitude  of  the  management  to  its 
work.  (1) 

Mana£5ement  should  be  ever  alert  for  means  by 
which  they  can  obtain  greater  effectiveness  from  the  forces 
they  have  available.    'I'hroijgh  the  Joint  effort  of  the  two 
auditing  groups  working  toward  the  same  ob,^ective,  manage- 
ment should  be  able  to  obtain  more  effective  auditing  re- 
sults from  the  amount  exinended  for  the  services  of  an  out- 
side auditor,     "axon  lists  the  results  that  can  be  achieved 


by  joint  a\idita  as  follows: 


1.    The  public  accountant  has  been  pro- 
vided with  a  factual  review  of  the 
company's  methods  and  procedures, 
which  revealed  any  weaknesses  in  in- 
ternal control  and  gives  him  the  means 
of  e stabll ^ilng  the  objective  existence 
of  the  control  factors. 


2.    The  duDllcation  of  work  involved  in  sep- 
arate examinations  has  been  eliminated. 
This  has  saved  time  and  effort  on  the 
part  of  both  staffs  -  internal  and 
external . 


I«      suggestions  for  sirriDllfl cation  and  Imnrove- 
ment  in  company  procedures  have  been  more 
readily  obtained  and  corrections  more 
easily  effected. 

4.    By  a  careful  preolanninrj,  of  the  work,  the 
audit  man  hours  reaulred  have  been  cut 
substantially. 


(IV    I^^aurice  £.  Pelotbet,  £udlt  -^orking 
Paners,  (New  York:  The  American 
Institute  Publishing  Company),  n.  27 • 


5,    To  close  association  with  the  public 
accountant  has  increased  the  duality 
of  the  work  perfonrted  by  the  internal 
staff.  (1) 

ManageTTient  should  be  ever  alert  for  means  of 
OP;taining  greater  effectiveness  from  the  forces  they  have 
available,    Throi:g,h  the  joint  effort  of  the  two  auditing 
groups  working  toward  the  same  objective,  management 
should  be  able  to  obtain  more  effective  auditing  results. 

Aid  To  Internal  Auditor 

A  great  deal  has  been  said  as  to  hcfn  the  internal 
auditing  groTip  can  be  of  service  to  the  outside  auditor 
through  cooperatlOTi  in  perfomln{i;  the  annijal  audit.  However 
this  flow  of  service  Is  two  ways,  and  the  outside  auditor 
can  exercise  a  tremendous  Influence  on  the  internal  auditing 
staff. 

One  of  the  greatest  of  these  Influences  exercised 
by  the  outside  auditor  is  in  the  fostering  of  Internal  aud- 
iting departments  In  their  clients  organiasation.    The  out- 
side autlltor  ha  s  been  among  the  first  to  recognize  that 
changing  conditions  werf^  making  it  virtually  impossible  for 
him  to  perform  the  detailed  auditing  reoulred  for  a  thorwigh 
review  in  the  time  alloted.    They  have  been  among  the  lead- 
ers in  recommending  that  internal  auditing  staffs  be  estab- 
lished in  order  to  achieve  better  internal  control. 

(!)•    Carl  i^.  Saxon, "a  Case  ^Ustory  of  Joint  Audits" 
Internal  Aiidlting  A  Wew  ^/^anagement  Technique, 
( '"taTnford^Uonneciclcut  '»    Bjrock  a'ri3"  '  alls ton, 
1943),  p.  101. 
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The  outside  auditor  Indefinitely  interested  in 
utilizing  the  services  of  the  internal  auditing  staff  once 
it  has  been  eatabllahed.    In  or  "or  to  get  full  benefit  of 
the  work  done,  the  outside  auditor  is  interested  in  the  ex- 
tent and  the  manner  In  which  the  internal  auditing  program 
is  carried  out.    The  outside  aurUtor  being  a  specialist  in 
his  field  can  often  slve  advice  that  will  aid  the  oneratlons 
of  the  internal  auditing  deoa rtment  •    He  Txjssea^^ea  a  wide 
and  varied  background  which  enables  him  to  give  aid  on  aud- 
iting problems  thus  increasing  the  internal  auditor's  pro- 
f  e  a  si  ona  1  knov/1  edge  and  prof  ic  ienc  v  • 

The  outside  auditor  has  f\irther  Influenced  and 
aided  internal  auditing  by  supplying  the  neucleous  of  the 
staff  of  many  internal  auditing  depart^^ent s.     The  outside 
auditor  brings  to  the  oomnany  a  vast  store  of  knowledge  which 
will  aid  management  in  improving  the  company's  own  auditing 
procedures  and  practices.    -Moreover,  the  background  of  the 
outside  auditor  enables  the  company  to  adopt  its  auditing 
activities  to  more  effectively  satisfy  the  needs  of  the 
outside  auditor. 

In  making  recommendations  to  management  for 
changes  or  imnroveraents  in  the  existing  systems,  the  in- 
ternal auditor  must  rely  on  management  for  effecting  the 

recommendations,     '^metimes  these  recomnendetlons  are 
overlooked  or  are  not  acted  uPon  in  a  manner  thou^:ht  to  be 
according  to  the  best  accounting  practices.    If  the 
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recommendations  have  definite  merit  the  outside  auditor  can 
assist  the  internal  auditor  by  forcefully  bringing  these 
flatter  a  to  management's  attention*    This  aasiitarce  Is  im- 
portant because  the  second  reeor^maidat ion  by  an  outside  third 
party  will  often  get  the  desired  results. 

It  can  be  seen  lhat  the  internal  auditor  and  the 
outside  auditor  both  have  a  definite  function  to  serve  In 
the  modern  business  organization,    '^e  objectives  of  their 
work  are  different,  but  the  auditing  procedures  used  are 
based  on  the  same  principles.    Since  these  two  groups  follow 
the  same  procedures,  they  can  be  of  great  assistance  to  one 
another  In  attalnlni^;  their  desired  objectives.    The  two 
auditing  forces  in  coordinating  their  efforts  make  available 
to  management  a  more  comDlete  and  a  more  economical  apprais- 
al of  the  compan^'^s  activities  then  could  be  achieved  by 
either  one  wortcinj^  alone. 


CHAPTEH  XI 
COTgCT.UvSION 

Cur- rent  status  Of  In te ma  1  Airl  iting 

The  scope  of  the  internal  auditing  function  at 
present  varies  widely  from  business  to  business.    The  diff- 
erences in  the  service  rendered  may  result  from  either  man- 
agement's lack  of  realization  of  the  full  Dossibilities 
that  can  be  derived  from  an  internal  auditing  group,  or 
else  management  realizes  the  possibilities  biit  does  not  see 
fit  to  give  the  internal  auditors  the  authority  and  the  in- 
deoendence  that  is  needed  to  function  at  f'j  11  efficiency. 

The  preceding  chapters  have  developed  some  of  the 
functions  of  Intemal  auditing  in  its  relationship  with  man- 
agement.   These  functions  have  been  presented  in  broad  gen- 
eral terms  rather  than  in  detail  since  the  detail  of  the 
service  rendered  will  vary  according  to  the  form  of  the 
organization  and  the  type  of  operations. 

It  has  been  pointed  out  that  a  definite  need 
exists  for  the  services  that  the  internal  auditor  can  render 
to  management.    In  a  large  number  of  cases  where  internal 
auditing  departments  have  been  established,  management  has 
not  received  the  full  benefit  of  the  internal  auditor's 
work.    This  lack  of  receiving  a  full  return  can  be  attrib- 
uted to  either  management  or  the  internal  control.  T.lanage- 
ment  has  continued  to  look  unon  the  internal  auditor  as 
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part  of  the  system  of  vepifyin^j  the  accounting  records.  This 
narrow  viewpoint  has  in  mrt  been  caused  by  the  concepts  and 
qualifications  of  the  internal  auditor.    The  majority  of  the 
internal  auditors  have  a  firm  background  in  accounting  and 
have  the  accountant*  s  viewpoint  In  nerformlnK  their  work. 
In  order  to  broaden  their  services  to  nanageinent,  the  in- 
ternal auditor  must  have  a  good  understanding  of  management's 
problems.    To  achieve  this  understanding  the  internal  auditor 
^ould  balance  his  accounting  background  with  a  firm  ^^round- 
ing  in  subjects  rel!?,ting  to  tiie   science  of  business  manage- 
ment.   Possibly  if  the  name     Audi  tor"  was  not  given  to  the 
internal  auditor,  a  better  understanding  would  be  had  of 
the  wider  scope  of  his  work.    Ther  term  "Auditor"  carries 
with  it  the  atlgiaa  that  the  work  done  is  purely  in  the  review 
of  the  acc^ounting  data. 

The  q\»stion  may  be  raise  j  as  to  why  the  internal 
auditor  should  attempt  to  exmnd  his  activities.     Is  he  try- 
ing to  enter  into  fields  of  operations  v^ere  he  ""oes  not  be- 
long?   On  the  contrary,  a  definite  need  exists  to  keep  man- 
agement informed  as  to  the  progress  of  all  operations.  The 
accounting  data,  which  the  internal  auditor  reviews,  stems 
from  all  of  the  functions  of  the  business.    The  internal  aud- 
itor is  a  reviewing  agenc^/  for  this  accounting  data  thus  it 
is  only  natural  that  it  exoands  Its  activities  into  those 

fields  which  are  only  indirectly  concerned  with  accounting. 
As  a  result  of  the  increased  complexity  of  op  rations,  man* 
agement  has  turned  to  internal  auditing  as  the  logical 


answer  to  many  of  Its  oontrol  problems. 


Future  Prospects  Fpr  Internal  Avd  Itlng 

Over  the  long  nin  a  function  or  a  department  of  a 
business  organization  will  develop  In  a  manner  which  la 
justified  by  Its  ability  to  satisfy  certain  biislnesg  needs. 
The  extent  of  this  developement  will  deoend  on  both  the  re- 
cognition of  the  need  by  raanegement  and  the  qualifications 
of  the  men  who  work  out  the  techniques  to  satisfy  the  need. 

The  increased  understanding  of  Internal  auditing 
by  Hianagement  will  lead  to  the  Improvement  of  the  depart- 
ment's status  In  the  organization  and  will  be  the  major  fact 
or  In  fostering  the  continued  rapid  growth  of  Internal  aucilt 
Ing.    The  better  understanding  of  Internal  auditing  will  al- 
so lead  to  the  employment  of  more  capable  personnel,  and 
the  general  development  of  greater  oooneratlon  with  their 
woric. 

One  of  the  fields  in  which  Internal  auditing  m'lll 
have  a  great  exoanslon  of  Its  service  Is  In  the  develonment 
of  a  more  effective  kind  of  cooperation  between  the  Intern- 
al auditor  and  the  outside  auditor.    This  coordination  Is 
particularly  desirable  In  that  by  being  relieved  of  a  great- 
er amount  of  detailed  verification,  the  outside  auditor  will 
be  able  to  direct  his  energies  Into  channels  for  which  he  1« 
especially  qualified. 

The  field  of  internal  auditing  has  vast  potential- 
ities for  service  to  management.    Many  organizations  have 


only  scratched  the  surface  of  the  services  th&  t  they  can 
gain  from  Internal  auditing,         time  fjpes  on  tiieae 
nosslble  services  will  be  recognized  and  Internal  auditing 
will  continue  to  grov/  to  meet  the  increased  demands  placed 
upon  it. 
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